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Microsystema. These wing encompass all the major operating
systems including HP-UX, AlX, Windows, SOIabriS and Linux as
well as new PCI bus interfaces for Host Bus Adapters (HBAS)
and custom mezzanine solutions for OEM blade servers which

make up the HSP products.

The other 34 design wins came from the Embeadded Storags
Products across our InSpeed® Fibrespy® and 10 Controller
sclutions. Today enterprise-class storage arrays from leading
OEMSs, including EMC, LS| Logic (Engenio), Fujitsu, Hewlett-
Packard, IBM, NEC, Network Appliance, and Xyratex, contain
our embedded preducts. By the end of fiscal 2007, we
axpect that our embedded products will support alt disk drive
protocols, including Fibre Channel, Serial Attached SCSI (SAS)
and Serial Advanced Technology Attachment (SATA). enabling
us (e provide end-to-end embedded solutions, encompassing

entry-level to enterprise storage system reguirements.

As we expand our technological capabilities, there are

three significant trends that we belleve represent growth
cpportunities for Emulex. The first, which ig defined within
Emulex's HSP products. is the emargence of blade servers — a
new server form factor. Industry analysts estimate that tha
blade server market Is growing at a ccmpound annual rate of
35T and will account for 1.8 million units, or 20% of the total
server market by 2008. Additonally, the Storage Area Network
(SAN] attach rate for blade servers is estimated at 4090, which
is six tC eight times the SAN attach rate in the general server
population, so competitive wins today can have a significant
impact on cour future markst share. In 2008, we captured
design wing with the two feading blade server GEMS, launching
4Gh/s mezzanine cards for the new Hewlett-Packard and IBM
systems. We alsc secured blade server design wins at Dell,

NEC and a third unannounced top tier customer.

The second trend on which Emulex is capitalizing is the
proliferation of virtualization in the datacenter. virtualization
enahles consaclidation of expensive hardware, lower
management costs, greater flexibility, and more efficient use of
resourcas within the data center. The deployment of virtualized
servers is expected to grow 200 over the next three years,
according to analysts. Because of the inherent benefits of
utilizing external storage in these environments, about 8097

of virtualized servers are attached ta SANs. Emulex has
established itself§ as an early market leader by developing
technologies that address the requiremants of the virtualized
data center. Qur unigque Virtual HBA technology breaks down
the boundary between the server and the SAN, enabling each
application running on a gerver to have independent access
to Its own protected storage, while enabling indepandent
access to virtualized fabrics. With innovations such as this, it's
estimated that more than 60%0 of the time end users choocse

Emulex HBAS for their virtualized server connectivity.

The third trend Emulex has embraced is the development

of devices that can run multiple protocols concurrently.

As customers deploy tiered storage arrays and remote
connectivity solutions, the ability to connect devices across
multiple protocols maximizes system design flexibility and
provides more options for data access. Late in fiscal 2006
the Company added a multi-protocol product portfolio and
expanded its total addressable market (TAM) through the
acquisition of Aarohi Communicaticns. The Aarchi products,
combined with Emulex's multi-protocol rautar products,
comprise what are now callecl the INP products. The current

generation of INP products offers customers an Intelligent,




Letter TO Stockholders

Emulex produced solid financial results in fiscal 20086,
Revenue rose seven percent to $403 million, representing the
Company's eighth consecutive annual Increase as well as
accelerated growth from the prior year. Non-GAAP net iIncome
totaled $81 milion and non-GAAP earnings per share were
$1017 each & 1706 increase from 2005, while GAAP nat income
totaled $40 million™ and GAAP earnings per share were $0.46.
Our balance sheet also remained very strong. The Company
exited fiscal 2008 with $363 milion in cash and nvestments,
net of debt, an increase of §75 million over fiscal 2005 (net of

$34 million used to acquire Aarohi Communications).

Throughout the course of fiscal 2006 we began to implement
& slrategy Lo reinvigorate growth by leveraging cutting-

edge technologies across the current product portfolio and
entering into new storage and network market segments. The
cornerstone of this strategy has been an effort to significantly
broaden our addressable market. For the Company's three
product types, Host Server Products (HSP), Intelligent Network
Products {(INP) and Embedded Sterage Products (ESP), we
believe our market cpportunity Now totals $2.7 bilion dollars
by 2009 and the estimated comgound annual growth rate for
these product types is up to 23%0, both solid increases fram

previous numbers.

During fiscal 2006 we made strong progress in developing our
core products. As the storage industry began the transition
from 2Gb/s to 4Gbf/s Fibre Channel technologu, we believe we
achieved a time-to-market advantage over the competiticn,
allowing further acceptance by existing customers as well as
expansion of our customer base. By the end of the fiscal year,
the Company amassed 23 4Gby/s Fibre Channel product design
wing spanning our Host Server Products and Embedded
Storage Products, a tally that led the market. Of these

4Gb/s design wins, 58 were for cur Host Server Products.

To date, design wing have been announced with Bull, Dell,
EMC, Fujitsu, Fujitsu Siemens, Hewlett-Packard, Hitachi Data

Systems, Hitachi Ltd., IBM, NEC, Network Appliance, and Sun

EMULEX MARKET OPPORTUNITY

$0 4500 81000 $1,500 $2.000 $2,500 $3.000

. HOST SERVER PRODUCTS {Millions of §)

E] EMBEDDED STORAGE PRODUCTS Sounce; iDC (2008),

Gartner {2009),

. INTELLIGENT NETWORK PRODUCTS Emulex

(1) A reconciliation between GAAP and non-GAAP net income and net
income per share is provided immediately following this letter.
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multi-protocol, storage networking platform, while the next
generation of INP products will allow Emulex to address the
migh-performance 10Gh/s datacenter networking market. wWe
believe the market for the INP family could be over $600
million in 2009, In addition to diversification of revenues and
expansion of our TAM, an added benefit of this acqguisition

is & poo! of nighly skilled engineers located in both San Jose,
California and at a design center established in Bangalore,
India. This provides us a time-to-market advantage based

on around-the-clock R&D, as well 2s a lower cost base for

expanding our development efforts in the coming years.

Looking to 2007, we are beginning to see early stage adoption
of multi-protocal or tiered storage solutions in the embedded
storage market. Moving to address this emerging market, we
announced In September the intent to acquire Sierra Logic,
Inc. Sierra Loglc is a strong player in the embedded storage
market. Their multi-protocol products include routers which
enable the mixing of Fibre Channel and SATA drives within 2
single drive shelf, and bridges which enable the mixing of Fiore
Channel and SATA arrays within a single system. Now that this
trangaction Is closed, our ESP products include Sierra Logic's
products and Emulex's existing Fibre Channe! embedded
switching and 10C products, which together offer end-to-end

multi-protocol solutions to leading storage OEMs.

Also In September, we announced the availsbility of the first
products from our co-development effort with Intel. Emulex’s
uniciue product set is the industry’'s first multi-protocol family of
products tnat integrate suppaort for Fibre Channgl, SAS, and SATA
orotocols within a single device. These enterprise-class solutions
have been designed into next generation platforms with three of

our OEMs and are under evaluation at several others.

To summarize, our goal in 2008 was to lay the groundwork t©
increasa market share and to expand our tctal addressable
markets, al with the purpose of fusling profitable top line
growth. To achiave this, we leversged our engineering strength
as weall as broad market and customer reach to expand our
product portfolio, win new customers and platfarms, and
create new sales opportunities. In addition, the acquisitions of
Aarohi Communications and Sierra Logic have diversified our
revanuss, expanded our technelogy base, added seasoned
senior management to the team and added new business

focus to the Company's target markets.

As | conclude this ysar's letter, | would like to acknowledge
the encrmous contribution to Fmulex made by former CEO
Paul Folino during the past 13 years. As CEO, Paul was oneg
of the pioneers in establishing Fibre Channel as the protocol
of choice in storage natworking, while transforming Emulex
into a recognized leader in the Industry. During Paul's tenure,
the Company has increased its market capitalization from
approximately 419 milion in early 1993 when he became CEO
to 815 hillion at the time he relinquished that role — an eighty-
fold increase. Paul has earned tha gratitude of all Emulex
amployess. The Comgany is fortunate that Paul will continue {0

provide his vision and experience as our Executive Chairman.

In clasing, | believe the forthcoming year will extend our focus
into the next phase of strategy imptementation and with solid

axecution there are great prospests in the years to come.

oty

James M. McCluney

President and Chief Executive Officer




w»gata Harbor™ Btatement undar the Privata Becuritles Litigation Reform Act of 1895: With tha exception of
historlcal information, the statements sat forth above contain forward-leoking statemants that involve risk and
uncertaintles. Reference is made te the “Safe Harbor™ language contained an page 26 of the Company's Annual
Report on Form 10-K ineluded in this Annual Report for certaln factors that could cause actual rezults to differ
materially from those in the forward-looking statements.

Note Regarding Non-GAAP Financial Ta s wt the financial i ion pragantad In accordance

with U.S. generally accapted accounting principlos (BAAR), tha Gompany has Included references to non-GAAP

net income and non-GAAP earnings per shara. Each of these non-GAAP figures ere adjusted from results based

on GAAP {0 exclude certaln expenses. As a general matter, tha Company uses these non-GAAP measures in
addition ta and in cenjuncticn with results prasantad In accordance with GAAP, Amang ather things, the Company
uses Buch non-GAAR financlal measures in addition to and in cenjunction with corresponding G AAP measures to
help analyze the performance of its core buginass, in connaction with the preparation of annual budgets, and in
measuring performanca for soma forma of compenaation. In addition, the Company believes that nan-BAA&P flnancial
infarmaticn is used by analysts and others In the invastment community to analyze the Company'a historical results
and In providing estimates of futura performance and that failure to report thesa non-GAAP measures, could rasuftin
confusion among analysts and others and a misplaced perception that the Gompany's resulia have underparformed
of exceeded expectations.

ion of GAAP net income to non-GAAP net income:

Year Ended
July 2, July 3,
2006 200%
{in thousands)
GAAP net incoma 3 AD,451 5§ 589
Items excluded from GAAP netincome to
calculate non-GAAP net income:
Stock-based compensation 21,319 3.984
Amortizetion of intangbles 25,691 26,162
Impairment of goodwill - 1096
In-process research and development 17272 -
Impairment of strategic investment and associated note - 2,265
Net insurance recovery and related interast asscciated with
. . e (a5} (4,964)
settlemant of securities class action and derfvative lawsuits
Gain (loss) on repurchase of convertible subordinated notes - (20,514)
income tax effect of above items. (13,483) (1,937)
impact an net income 50,584 6,092
QDn—GMP net income 1 90,835 % 77881
Reconciliation of dituted GAAP earnings per share
to diluted non-GAAP earnings per share:
Year Ended
Iuly 2, July 3,
2008 2005
Diluted GAAP earnings per share 8 0.46 ] 0.80
Items excluded from diluted GAAP earnings per share to calculate
diluted non-GAAP earnings per share, net af tax effect:
Stock-based compensation 019 Q.03
Amertization of intangibles 0.7 018
impairment of goodwill - Q.01
In-process research and development, 0.9 -
Impairment of strategic investment and assaciated note - 0.02
Net insurance recovery and related imerast associated with
_ (0.00) (0.04)
settlemant of securlties class action and derivative lawsuits
Gain (loss) on repurchase of convertibla subordinated notes — 0
Impact on diluted earnings per share 0.55 0086
Non-GAAP diluted earnings per share $ 1 -3 ©.86
Diluted shares used In GAAP and non-GAAP per
and p 21259 92970

\shara camputations (n thausanas)

Thege non-GAAP financial measuras reflect an additlonal way of viewing aspects of the Company's operations
ding GAAP fi

that, whan viewed with tha GAAP results and tha reconciliations to cor
provide a mare complate understanding of the Company's results of operations and the factars and trends
affacting the Company’s business. However, these non-GAAP measures should be cansidered as 8 supplement
to, and not as 3 subistituta for, or suparior to, the correaponding measures calcuiatad In accordance with GAAP.

Non-GAAP net income and non-GAAP net income per shara excluda the effects of () amortzation of intangibles

and in-process rasaarch and development, (i) stock-based compensation expsnse. (iii) net insurance

settiament (recovery) assoclatad with the settlemant of certaln shareholder lawsults, (W} impairment of goodwill,
) Impairment of strateglc investment and assaciated note, and [vi) gains (lossas) associated with the repurchase
of convertible subordinated notes_ In addition, non-GAAP net income and non-GAAF nat income per share

reflect an adjustment of Income tax with 1 of the foregoing expense (income) ltems.

The adjustment of incama taxas 1s required in ordar to provide management and investors a more accurata
‘assesement of the taxas that would have been payable on net incoms, as adjustad by exclusion of the effacts of
the above-listed itams.

Amortization of Intangibles and in-pracess rasearch and development expense are non-cash expenses ralating
primarily to acquisitions, At tha time of an acquisition, the intangible assets of the scquired company are valuad
and amortized over their estimated livas and in-process research and development costs of the acqulied entity
are sxpensad. The Company believes that such intangibles and in-pracéess rasearch and development axpanses
do not constitute part of its core businesa because they generally represent costs incurred by the acquired
company to build valus or develop tachnology prior ta acqulsition and as such they ara part of transaction costy
rather than ongoing costs of opsrating the Company's core business. In this regard, the Company notes that

{1) onca the intanglbles are lully amortized and in-procass research and develapmant expensed, they genarally
will not be replaced with cash cosis and therefore, the exclusion of these costs pravides management and
rwastors with better vigibility into the actual costs required to ganérata revenues over time, and (i) although the
Ccompany sets the amortizatlen expense based on useful lifa of the various assats at the time of the transaction,
the Campany cannot influanca tha timing and amount of the future amortization expense racognition once the
lives are established. In addition, the Company cannot Influence the timing ar amaunt of the in-process research
and development expensas incurred. As a result, the Company believes that exclusion of these amartization
costs and in-procass resesrch and developmant expenses In prasenting non-GAAP net income and net Income
per share gives management and investors s more effective means of svaluating its historical and projected
future parfarmance within the Gompany's core business. Simlarly, tha Campany believes that presentation of s
net income and nat income per share messures that excluda the impact of stock-based cempansation expense
assists management and invastors in evaluating the parlod ovar period perfarmance of tha Company’s ongging
cora business operations because the expenses ere non-cash in nature and, although the siza of the grants is
within the Gompany'a control, the amount of sxpense varies depending on factors such as short-term fluctuations

in stock price and volatllity which can be unrelated to the operational performance of the Company during the

period In queation and genarally Is autsice the control of managament during the period in which the expense is
incurrad. Moreover. the Company believes that the exclusion of stock-based compensation in presenting non-
GAAP netincoma and net incoma per shara Is useful to investars to understand the impact of the axpansing of
stock-basad compenaation ta the Company's financial performanice in comparison ta both prior periods as wall

as to ita competitors.

With respect to the axclusion of net ingurance settlamant {recavery) and impairmant of goodwill, the Company
bellaves that prasantation of & measure of net income and net income par share that axcludes such charges is
useful 1o management and investors In avaluating the performance of the Company's ongoing core business.
oparations on a period-to-perled basis. In this regard, tha Gompany notes that both tha net Insurance settlemant
trecovary) and Impalrment charges ara non-racurring in nature. The nat insurance settlement (racovery) relatas to
the sattlemant of shareholder litigation and does not arise aut of or reflact charges associated with tha Company's
core business operations. Similarly, the impairment charges are not axpacted ta be recurring and are the result

1s and da nat ralate to the performanca of the

of an t of g ed with prior

Gompany's ongeing core buslness oparations.

With respect to the axclusion of gains {losses) associatad with the repurchasa of convertible subcrdinated notes,
slthéugh the Company has recordad gain/loss from the repurchase of convertible subordinatad notes in various
periods over the past three yasrs, the Company beliaves that it is uniikely that any material gain/loss will arise
from repurchases of currently outstanding convartible notas in the future due to the fact that tha noteholders will
have tha right to (and likely will} raquire the Company to redeem the notas at their face value n Dagembar 2006
Mareaver, the Company belleves that the exclusion of gain/oss from the repurchase of convertibla subordinated
notas s useful to the Company snd Investors because, among other things, the gaina/losses associatad with such
repurchases are not indicativa of past or future cost of borrowing of returns on invasted cash nor do they reflect
the Company's core business operations. In this regard, the Company notes that it does not actively trade in ite
own debt sacurities and does not plan an any gains associatad with repurchases of its securities for funding of its
oparations and the amount of any such gain/ioas 18 not predictable nor within the Company's cantrol. with respect
to the exciusion of charges ralating to tha impairment of strategle investment and associatad notas, the Company

that pi ion of a of net incams and net income per shara that excludas such chargasls
useful to management and Invastors in evaluating the parformance of the Company's ongoing oparations ona
period-ta-period besis and relative to the Company's compstitors. in this regard, the Company notes that the

impairment charges ara nan-racurring in nature and are unralated to the company's core businass oparations.

The Company believes disclosure of non-GAAP net ingeme and non-GAAP net incema per share has economic
substance because the excluded expenses are sither non-recurring in nature, do not repreaent currant cash
d with the repurchi

are unlikely to be recurring and ara varlabl ' nature. A material imitation associated with the use of this measura

expanditures, or, with respact to gains (loi vea) f convartible subordinated notes,
as comparad to the GAAR messures of ne  1come ahd net iIncoma per shara Is that they may not be comparable
with the caiculation of net incoma and net income per shara for other companiss in the Campany's industry.

The Company compansates for these iimitations by providing full disclosure of the effacts of this non-GAAP
measure, by presenting the comresponding GAAP Financlal measure in this releass and in the Company's financlal
stataments and by providing araconcilistion to the corresponding GAAP maasure to enakle investors to perform

their own analysis.
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PART I

All references to years refer to our fiscal years ended July 2, 20006, July 3, 2005, and June 27, 2004, as
applicable, unless the calendar year is specified. References contained in this Annual Report on Form [0-K to
“Emulex,” the "Company,” the “Registrant,” “we,” “our" and "us, " refer to Emulex Corporation and its
subsidiaries.

Item I. Business.

Introduction and Company History

Emulex Corporation {Emulex or the Company) is a preeminent source for a broad range of advanced storage
networking infrastructure solutions spanning host bus adapters (HBAs), embedded storage switches, input/output
controllers (I0Cs), and intelligent network processors. HBAs are the data communication products that enable
servers to connect to storage networks by offloading communication-processing tasks as information is delivered
and sent to the storage network. Embedded storage switches and 10Cs are deployed inside storage arrays, lape
libraries, and other slorage appliances, delivering improved performance, reliability, and storage connectivity.
Intelligent network processors are deployed within fabric-based switches, storage area network (SAN) appliances,
storage routers, and storage arrays, providing a high-performance processing platform for specialized storage
applications and other high speed computer network applications. The world’s leading server and storage providers
rely on Emulex products to build reliable, scalable, and high performance storage networking solutions.

Emulex’s architecture offers customers a stable application program interface (API), that has been preserved
across multiple generations of storage networking solutions, and to which many of the world’s leading Original
Equipment Manufacturers (OEMs), have customized software for mission critical server and storage system
applications.

Emulex Corporation’s corporate headquarters are located at 3333 Susan Street, Costa Mesa, California 92626,
and our telephone number is (714) 662-5600. Our Internet address is www.emulex.com. Our periodic and current
reports filed with or furnished to the Securities and Exchange Commission pursuant to the requirements of the
Securities and Exchange Act of 1934 are available free of charge through our website as soon as reasonably
practicable after such reports are electronically filed with, or furnished to, the Securities and Exchange Commission.

Emulex was organized as a California corporation in 1979. Emulex’s initial public offering was in 1981. In 1987,
Emulex changed its state of incorporation from California to Delaware by the formation of a Delaware corporation,
which acquired all of the stock of the California corporation. The California corporation continues to operate as a
wholly owned subsidiary of a subsidiary of the Delaware corporation. In 1983 and 1999 Emulex completed
secondary offerings of our common stock. In 2002 and 2004, Emulex completed private placements of convertible
subordinated notes. See Note 8 of the Consolidated Financial Statements for a more complete discussion of the
convertible subordinated notes.

Substantially all of our revenues during fiscal 2006 were comprised of products based on Fibre Channel
technology. Our Fibre Channel development efforts began in 1992 and we shipped our first Fibre Channel product
in volume in 1996. The Emulex award winning product families, including our LightPulse®™ HBAs, and InSpeed”™
and FibreSpy®™ embedded storage switching products, are based on internally developed application specific
integrated circuits (ASICs), firmware and software technologies, and offer customers high performance, scalability,
flexibility, and reduced total cost of ownership. Emulex’s products have been selected by many of the world’s
leading server and storage providers, including Dell Inc. {Dell), EMC Corporation (EMC), Fujitsu Litd. (Fujitsu),
Fujitsu Siemens Computers (Fujitsu Siemens), Groupe Bull (Bull), Hewlett-Packard Company (Hewleu-Packard),
Hitachi Data Systems (Hitachi), International Business Machines Corporation (IBM), McData Corporation
(McData), NEC Corporation (NEC), Network Appliance, Inc. (Network Appliance), Quantum Corporation
(Quantum), Sun Microsystems, Inc. (Sun), Unisys Corporation (Unisys), and Xyratex Ltd. (Xyratex). We market to
OEMs and end users through our own worldwide selling organization as well as our 2 tier distribution partners,
including Acal ple group (ACAL), Avnet, Inc. (Avnet), Bell Microproducts, Inc. (Bell Microproducts), Info X
Technology Solutions (Info X), Netmarks Inc. (Netmarks), Tech Data Corporation (Tech Data), and Tokyo Electron
Ltd. (Tokyo Electron).




Industry Background

Due to the deployment of data intensive applications such as online transaction processing, data mining, data
warchousing, multimedia and Internet applications, the volume of stored electronic data in enterprises has expanded
and both the capacity and number of storage devices in business enterprises have been increasing on an annual basis.
Gartner, Inc., a technology research and advisory firm, estimates that industry shipments of hard disk drive capacity
will grow at a 56% compounded annual growth rate from 2005 through 2009. Furthermore, with the reliance on
mission critical applications such as e-commerce and distributed enterprise software applications, the real-time
availability of electronic data has become increasingly important to the daily operations of enterprises. As a result,
enterprises face requirements for data storage solutions that enable improved access to, and management of, shared
data, including solutions that offer increased connectivity capabilities, higher performance and greater reliability.

Enterprises currently access, share and manage the rapidly expanding volume of data utihizing 2 major data
communications technologies: local area network (LAN), and input/output (I/0). LAN technologies enable
communications among servers and client computers, while 1/O technologies enable communications between host
computers and their attached high-speed peripherals. The emergence of LAN architectures in the mid-1980s brought
multiple benefits to client server data communications, including faster transmission speeds, shared access to
multiple servers and greater connectivity capabilities in terms of the number of connected devices, as well as
distance between devices. These benefits, and the applications that leverage LAN technologies, drove the rapid
adoption of LAN architectures in the corporate enterprise during the 1990s. As a result, the data communications
pathway between servers and client computers became largely networked with LAN technologies.

Today, I/0O communications are migrating to a networked architecture. Legacy 1/0 architectures are server-
centric, utilizing a point-to-multipoint architecture, which requires that each storage subsystem in the corporate
enterprise be attached to a single server through which all requested data must pass. With this traditional server-
centric storage architecture, also known as Direct Attached Storage (DAS), dedicated storage is attached to each
server using /O technologies such as Small Computer Systems Interface (SCSI). Remote storage systems are
accessed through LAN attached file servers. As data requests must traverse the LAN and pass through the file server
associated with the specific storage device, the DAS model results in “islands of storage™ behind each server. This
circuitous method of accessing data degrades network performance, increases latency, or delays, for network users,
drains server processing power and is difficult to scale, particularly from a storage management perspective.

The Emergence of Networked Storage

In the late 1990s, in response to the increasing need for storage scalability, manageability and reliability,
enterprises began to deploy SANs. This new model, in which the SAN exists as a complementary network to the
LLAN, eliminates the bottlenecks that degrade /O performance and creates a platform for centrally managed storage.
Furthermore, like nodes on a LAN, attached storage peripherals in a SAN can be managed and diagnosed to detect
errors, and traffic can be rerouted accordingly in the event of a failure. A SAN essentially transforms dedicated
servers and storage devices into network resources, greatly improving the performance and scalability of enterprise
storage. By providing shared server access, the cost of expensive enterprise storage can be spread across entire
organizations, SANSs are being deployed to support an increasingly wide range of applications such as LAN-free and
serverless back-up, storage virtualization and disaster recovery.

More recently, network attached storage (NAS), appliances have gained acceptance in the storage marketplace. In
most cases, data is stored in block format in storage devices, but must be converted to files before being used by
operating systems and applications. While SANs deliver block data to servers, NAS appliances internally convert
block data to files before delivering these files over a LAN to servers or personal computers (PCs). Although this
configuration requires stored data to move first to the NAS server before moving on to its ultimate destination, the
NAS architecture offers an easily deployable and scalable storage solution. In high-end environments characterized
by NAS file delivery to servers, a SAN may be deployed behind a NAS, making NAS and SAN solutions
complementary. Furthermore, next generation appliances that can deliver both block and file data are beginning to
emerge, further blurring the distinction between NAS and SAN solutions. The majority of NAS and SAN solutions
installed today are delivered to end users via integrated systems solutions offered by storage and computer system
OEMs.




Fibre Channel

In order to implement storage area networks, a new I/O networking technology capable of interconnecting
multiple host servers and storage devices was required. Fibre Channel, an American National Standards Institute
(ANSI), standard communications technology, was introduced in 1994 to address traditional /O limitations and
emerged as the first storage networking technology to be widely adopted by the world’s leading server and storage
systems manufacturers. Fibre Channel, now available in 1, 2, and 4 gigabit per second solutions, offers the
connectivity, distance and scalability benefits of networking architectures combined with the high performance and
low latency needed for 1/ applications. Fibre Channel’s advanced capabilities enabled new architectures such as
SANs which connect multiple host computers to one or more storage arrays. Additionally, Fibre Channel has been
deployed within storage arrays to provide internal connectivity for disk drives, enabling enhanced performance and
greater scalability.

iSCSI

Although Gartner expects that Fibre Channel will remain the dominant storage networking interconnect through
the 2009 time frame, a new storage networking standard known as Internet SCSI (1SCS1) has emerged that delivers
the SCSI storage protocol over the familiar IP (Internet Protocol), and Ethernet transports commonly deployed in
LANs. While the range of iSCSI connectivity solutions spans simple Network Interface Cards (NICs), that are
commonly used for Ethernet LAN applications, up to high performance 1SCSI HBAs that offer full protocol
processing offload from the host computer, today’s 1ISCSI installations are dominated by low-end NIC deployments
that suffice for smaller organizations or lower performance applications. As 1SCSI1 deployments continue, a new
requirement to interconnect iSCSI host servers to the large installed base of Fibre Channel SANs and storage arrays
is emerging.

Disk Interface Technologies and the Transition to Serial Storage 1/0

Traditionally, the hard disk drive industry has utilized parallel 1/O interconnects such as SCSI and advanced
technology attachment (ATA) for the disk drive /O interface. Serial 1/O technologies, such as Fibre Channel, utilize
a single wire over which all control and user data passes, providing higher performance, expanded connectivity, and
lower cost. Because of these benefits, the disk drive industry has begun a transition from parallel to serial I/O.
According to Gartner as legacy parallel technologies such as SCSI fade, disk drives utilizing serial 1/0 are projected
to quickly grow from just 39% of the multi-user disk storage market in 2005 to a 93% share by 2007. The chief
serial 1/0 technologies expected to dominate hard disk drive shipments in the future are Fibre Channel; Serial ATA
(SATAY); and Serial Attached SCSI (SAS), while legacy parallel technologies such as SCSI and ATA are expected to
play a diminishing role.

At the same time, enterprise storage arrays are becoming larger, embedding more hard disk drives behind the
storage controller where the array’s storage intelligence resides. As the number of drives inside each array has
grown, connectivity requirements to the storage controller have expanded, in turn creating performance bottlenecks.
This growing scalability requirement has pressured traditional shared bus architectures, such as that provided by
Port Bypass Circuits (PBCs). Shared bus architectures result in reliability, availability, and serviceability (RAS)
challenges due to the difficulty of isolating a faulty drive. Similar challenges are emerging in other storage
appliances as well, including NAS appliances and tape libraries. Consequently, embedded switched storage
architectures have emerged to address those performance and RAS challenges.

Embedded Fibre Channel Solutions

In recent years, enterprise storage arrays have begun to transition from parallel SCSI to serial [/O-based internal
architectures, led by Fibre Channel implementations. This has created a requirernent for embedded Fibre Channel
solutions that are incorporated by storage OEMs inside of storage arrays and appliances.

The storage systems, or arrays, that are deployed in external multi-user storage applications such as SANs
typically require multiple embedded 10Cs both to provide an external storage I/O interface to servers and to
internally connect the disks to the storage controller. In the past, enterprise storage arrays utilized fegacy SCSI disks,




but connected externally to the SAN via an embedded Fibre Channel 10C. With the transition to Fibre Channel disk
drives in enterprise storage arrays, Fibre Channel I0Cs are now being utilized by storage OEMs both for providing
storage arrays with connectivity to the SAN and for connecting disk drives internally.

With the growing number of hard disk drives embedded in each storage array, embedded Fibre Channel storage
switches have emerged to address performance and RAS challenges. The disk drives that store the data in an array
ar¢ typically arranged in shelves populated by multiple drives. By installing an embedded switeh-on-a-chip (SOC),
on the drive shelf] a read request is able to travel directly to the destination drive without touching the other drives
on the shelf. This switched architecture, also known as a switched bunch of disks (SBOD™), architecture, delivers
higher performance and a more reliable solution for storage arrays. Compared to legacy shared bus architectures
where read requests must hop from one drive to the next, the SBOD delivers improved performance and enables the
ability to identify and isolate faulty drives.

In order to deliver larger storage arrays, OEMs are seeking to connect increasing numbers of drive shelves to the
storage array controller. This has resulted in similar architectural challenges, generating a requirement for another
layer of switching in array architectures known as a root switch. The root switch, typically a box-level subsystem, is
embedded in the array 1o provide a direct connection to all the drive shelves from the redundant array of independent
disks (RAID) controller. This switch improves performance, enabling the array to scale capacily without sustaining
performance degradation typical of loop based architectures. In addition, root switches provide the ability to identify
and isolate faulty drive shelves, enabling OEM service technicians to quickly pull faulty array components and add
additional storage shelves on customer premises, cutting service time and providing for improved system uptime and
reduced service costs.

Our Products

We are a leading designer, developer and supplier of Fibre Channel host bus adapters, embedded storage
swilches, I/O ASICs, and SOC ASICs that enhance access to, and storage of, electronic data and applications. In
fiscal 2004, after our acquisition of Vixel Corporation (Vixel), we entered the market for embedded storage
switches. In fiscal 2006, after our acquisition of Aarohi Communications, Inc. (Aarohi}, we entered the market for
intelligent data center infrastructure solutions.

Fibre Channel HBAs

Our HBAs constitute key components for comprehensive Fibre Channel SANs that typically include HBAs,
ASICs, firmware, software, and switches. We attempt to time our Fibre Channel introductions to address the
growing demands of enterprise customers, as well as the evolving speed and capacity capabilitics of complementary
products.

Leveraging our expertise and experience in networking and 1/0 technology. we have approached the storage
problem with a networking perspective to maximize the performance and management capabilities of our Fibre
Channel solutions. We believe the performance results of our products are among the highest in the industry.
Furthermore, our products support high-performance connectivity features such as concurrent multiprotocol data
transmission, context cache for superior performance in complex environments, end-to-end parity protection, and
other features to enhance data integrity. Lastly, our products offer investment protection for our OEM customers,
who often develop specialized software 10 interface to our adapters, as we have maintained a stable APT since our
first generation of HBAs was introduced in 1996. More recently, we have expanded the functionality in our HBAs to
deliver high availability and remote centralized management that may be embedded in OEM and independent
software vendor (ISV) SAN management products.

Fibre Channel HBAs connect host computers to a Fibre Channel network. Our adapters support a wide range of
operating systems and host computer system interfaces, including both peripheral component interconnect (PCI)
based and PCI Express based platforms, and Sbus-based Sun Microsystems platforms. Our Fibre Channel HBA line,
which has evolved from the LP6000 to the LP 11000 at the high end, also encompasses adapters such as the LP952,
LP982, LP1050, and LP1i50, which are targeted at midrange, open system environments. Our entry level LP101
adapter targets the small-to-medium sized business users (SMB) market, and remote enterprise offices. Our high end
HBAS target enterprise systems that require customized software or special features, while our midrange HBAs offer
highly featured solutions for standard operating environments, and our entry level HBAs offer simplified features at
low cost. .




Fibre Channel 10Cs

Emulex HBAs are based upon our internally developed Fibre Channel 10Cs. These IOCs can be utilized not only
in HBAs, but in embedded 1/0 environments as well, such as storage arrays and storage appliances. [n addition,
these I0Cs may also be embedded on computer motherboards where requircments for Fibre Channel connectivity
are well defined, including blade servers and mainframes.

While our embedded 10C revenue remains relatively small, growing 10C unit volumes deliver incremental
economies of scale for our HBA business.

The Intel Joint Development Agreement

In April 2003, Emulex and Intel Corporation announced an agreement to develop next generation storage
processors that combine SATA, SAS, and Fibre Channel 1/O technologies within a single multiprotoco! architecture.
These new serial storage processors are intended to enable OEMs to utilize common hardware and sofiwarc
components across their entire family of SATA, SAS, and Fibre Channel storage products, extending the value of
OEM hardware and software investments. Under the agreement, Emulex is developing the protocol controller
hardware, firmware, and drivers. Intel is contributing its expertise in storage processor technology development and
will integrate its high-performance Intel” XScale™ microarchitecture as the core technology for the new processors.
Intel will also manufacture the processors utilizing its 90-nanometer (nm) process technology. We expect this
multiprotocol serial storage architecture to be applicable to a variety of new hardware and software products.

Fibre Channel Storage Switches

The continued demands for increased storage array capacity and system scalability, and the resulting performance
and reliability deterioration resulting from such demand have emerged as significant issues facing the storage
industry. With the acquisition of Vixel in November 2003, we added InSpeed Embedded Storage Switch products to
our product line, which are designed to be a cost effective solution to address these issues.

In traditional storage arrays, shared bus architecture is used {o connect the storage controller o the drawers
containing the storage disk drives and to connect each of the storage disk drives within the shelves. This shared bus
architecture requires the stored data to pass through several hops between shelves and between disks before being
delivered to the uscr. Several performance and reliability issues within storage arrays are created by a loop
architecture, including the difficulty of isolating errors as well as limitations regarding the speed at which it
operates, and the amount of storage capacity that can be connected to a single storage controlter.

To help storage system manufacturers address the issues related to shared bus architectures, we have developed a
highly integrated SOC that incorporates our InSpeed technology. InSpeed is an advanced switching architecture that
results in a single chip capable of handling multiple Fibre Channel devices operating at 1, 2, or 4 gigabits per second
(Gb/s) speed. The SOC can be sold in chip form or integrated into full Fibre Channel switch boxes and modules, or
biades, for embedding by OEMSs in their storage solutions. Our [nSpeed Embedded Storage Switch Family is
available in SOC, blade, and box physical formats.

InSpeed embedded storage switch products replace today’s shared bus architectures with a switched architecture.
InSpeed products provide new diagnostic capabilitics and climinate single point of failure designs that are typically
found in the back end of storage arrays. These embedded products can be used in 2 ways inside a storage array. One
way is to use an embedded switch box or chip as a root switch. A root switch provides direct access from the storage
controller to each shelf in the storage array. The second way is to use a chip or switch box to provide a direct path to
each storage disk in a shelf. We refer 1o this as a SBOD. Combining both a root switch and a SBOD within a storage
array results in a complete switched architecture that increases the storage system’s reliability, accessibility,
scalability, and serviceability.

Certain of our SOCs incorporate features such as trunking, fairness, and interswitch communications to further
enhance back end switching capabilitics, as well as enhanced management capabilities including port diagnostics,
device performance, and health monitoring.




SAN Interconnect Solutions and Products

Our traditional SAN fabric switches, addressed by our 9000 series of Fibre Channel Fabric Switches, which have
now been discontinued, were focused primarily on the rich media segments of the overall SAN market. The rich
media market, which includes film and video editing, broadcast, and medical imaging applications, requires large
amounts of data to be accessed simultaneously by numerous users. Our Fibre Channel fabric switches provide the
bandwidth and speed to meet the needs of these environments. We have eliminated resources dedicated to these
traditional fabric switch products, and do not anticipate any meaningful future revenues.

The entry level SAN market requires simple to use networks and low prices. Our InSpeed based SAN Storage
switches can be used for high-speed connections between multiple computers and storage devices to create efficient,
easy to use, cost effective SAN solutions. Emulex’s entry level SANs are ideal for small to mid-size companies or
departments within a large enterprise. For these solutions, the single chip design and features of our InSpeed based
SAN products eliminates the complex and unnecessary features found in fabric switches designed for large
enterprise environments. Our entry level switch products have entered end-of-life status and thus, we do not expect
material future revenues.

Intelligent Network Products

The acquisition ofAarohi completed on May 1, 2006, provides Emulex with the critical building blocks for
intelligent data center infrastructure solutions, and will further enable Emuiex to differentiate and cxpand its product
portfolio to serve 2 new market segments — 10 Gb/s data center networking and intelligent storage platforms. The
data center networking market includes solutions for intelligent storage /0, server clustering and high performance
data networking, and the market for intelligent storage platform solutions, including storage virtualization. The
unique product architecture is highly integrated, incorporates high performance processing capability and supports
multiple protocols, making it ideal for these emerging markets, and enables applications such as non-disruptive data
migration and data replication, heterogeneous volume management, and virtual tape libraries that ultimately offers
end users significant improvements in data availability and storage utilization.

As a result of multiple design wins and strategic partnerships, these product lines are expected to begin
production shipments in late fiscal 2007. The announced customer base for this product line includes McDATA
Corporation (McData), which may bring the key underlying technology to market in its forthcoming intelligent
switch platform, referred to as an application services module. On August 8, 2006 Brocade Communications
Systems Inc. (Brocade) announced they have entered into a definitive agreement whereby Brocade will acquire
McData in an all stock transaction.

Internet Protocol Networking and Other Products

As part of [P Networking products, we have provided Virtual Interface (VI), cLLAN, and iSCS! products in the
past. Currently we offer iSCSI products, but do not anticipate meaningful near-term revenues from these products.
However, further out, we would expect meaningful revenues as a result of the acquisition of Aarohi on May 1, 2006,

Intellectual Property

Our ability to compete depends in part upon our ability to protect our proprietary information through various
means, including ownership of patents, copyrights, trademarks, and trade secrets, as well as through contractual
provisions,

We have a number of issued patents and pending patent applications in the U.S. and abroad. Most of our issued
patents and pending patent applications relate to our storage and networking technology or products. We maintain an
active program of obtaining patent protection for our inventions as development occurs and as new products are
introduced. As a result of the rate of change of technology in our industry, we believe that the duration of the patent
protection available to us for our products is adequate to cover the expected market duration for such products.

All of our software and firmware, which is embedded within or provided for use with our hardware products, are
marked with copyright notices listing our company as the copyright owner. We have been granted a number of




registrations of trademarks in the U.S. and abroad. We also have a number of pending trademark registrations in the
U.S. and abroad. We maintain an active practice of marking our products with trademark notices. We have an active
program of renewing trademarks so that the duration of trademark protection is maintained for as long as needed.
Additionally, we rely on trade secret law and contractual provisions to protect unique intellectual property we
possess which we have determined unnecessary or uneconomical to patent or copyright, or which is not otherwise
capable of more formal protection. Please also see the information under Part | — Item | — “Competition.”

Engineering and Development

At July 2, 2006, we employed 369 engineers, other technicians, and support personnel engaged in the
development of new products and the improvement of existing products. Engineering and development expenses
were $89.7 million, $80.0 million, and $73.2 million in 2006, 2005, and 2004, respectively.

Selling and Marketing

We sell our products worldwide to OEMs, end users, and through other distribution channels including value
added resellers (VARS), systems integrators, industrial distributors, and resellers. Due to the Fibre Channel market
being dominated by OEMSs, our focus is to use Fibre Channel sales specialists to expand opportunities with our
existing OEMs, as well as to develop new OEM relationships. However, we are also expanding our distribution
efforts, leveraging worldwide distribution channels through technical distributors such as VARSs and systems
integrators, to complement our core OEM relationships. In some cases, OEM partners leverage the distribution
channel to deliver solutions to end users, making our distribution efforts complementary with our OEM focused
strategy.

Order Backlog

Due to an industry practice that allows customers to cancel or change orders with limited advance notice prior to
shipment, we do not believe that backlog is a reliable indicator of future revenue levels. Furthermore, purchase order
release lead times depend upon the scheduling practices of the individual customer, and the rate of booking new
orders fluctuates from month to month. Therefore, the level of backlog at any one time is not necessarily indicative
of trends in our business nor is it a meaningful indicator of future long-term revenues.

Seasonality

Our business fluctuates as a result of various factors, including but not limited to economic conditions, new
product introductions, industry demand, and seasonality. Although we do not consider our business to be highly
seasonal, we do believe that seasonality has and may impact our business. To the extent that we do experience
seasonality in our business, it would most likely have a negative impact on the first and third quarters of our fiscal
years.

Concentration of Customers, Revenue by Product Families and Geographic Area

See Note 13 to our Consolidated Financial Statements included in Part IV, Item 15(a} of this Annual Report on
Form 10-K for information regarding concentration of our customers as well as information regarding our revenue
by product family and geographic area. See also “Risk Factors™ contained within Part I, Item 1 A of this Annual
Report on Form 10-K for discussion of the risks associated with the concentration of our customers, as well as the
risks associated with our revenue by product family and geographic area.

Competition

The market for HBAs is intensely competitive and is characterized by frequent new product introcluctions,
changing customer preferences, evolving technology and industry standards.

Our competition for Fibre Channel HBA products consists primarily of LS1 Logic Corporation (LSI Logic) and
QLogic Corporation (QLogic). We may also compete indirectly with Fibre Channel HBAs made internally by major
systems providers, notably Hewlett-Packard. Our Fibre Channel HBAs also face indirect competition from iSCSI




HBA suppliers that include established Fibre Channel competitors as well as new entrants, including established
Ethernet suppliers such as Broadcom Corporation (Broadcom) and Intel Corporation (Intel), and established SCSI
vendors such as Adaptec, Inc. {Adaptec). Across all storage networking technologics, we face the threat of potential
competition from new entrants into the storage networking market, including large technology companies that may
develop or acquire differentiating technology and then apply their resources, including established distribution
channels and brand recognition, to obtain significant market share.

We believe that the principal basis of storage networking HBA competition presently includes interoperability,
reliability, scalability, price, silicon integration, performance, technical support, and backwards compatibility with
the instalied base of HBAs. We beligve that we compete favorably with respect to these factors, We also believe that
we have a competitive strength in the alliances we have built with customers. particularly our close relationships
with OEM customers. We believe that our experience with distribution channels will provide competitive benefits as
the storage networking market matures, Some of our other competitive advantages include our carly entry into Fibre
Channel technology. our workforce of highly experienced researchers and designers, and our intellectual property.

Our [nSpeed and FibreSpy Fibre Channel switches compete against Fibre Channel switches supplied by PMC-
Sierra, Inc. (PMC-Sierra), Brocade Communications Systems, Ing. (Brocade), and QLogic, as well as Fibre Channel
PBCs including intelligent PBCs, supplied by companiecs such as PMC-Sierra and Vitesse Semiconductor
Corporation (Vitesse}. Our Fibre Channel 10Cs compete with Fibre Channel silicon supplied by PMC-Sierra and
QLogic. Across all embedded storage technologies, we face the threat of potential competition from new entrants
into the embedded Fibre Channel storage market, including large technology companies that may develop or acquire
differentiating technology and then apply their resources, including established distribution channels and brand
recognition, to obtain significant market share. We belicve that the principal basis of embedded storage switch and
10C competition presently includes interoperability, reliability, scalability, price, silicon integration, performance,
ability to support additional protocols such as Fiber Connectivity (FICON), technical support, and backwards
compatible APls. We believe that we compete favorably with respect to these factors. We also belicve that we have
a competitive strength in our close relationships with OEM custoters and our QEMs® investment in storage
software that has been ported to our silicon solutions. Some of our other competitive advantages include our early
entry into Fibre Channel technology, our workforce of highly experienced researchers and designers, and our
intellectual property.

Our Intelligent Network Products compete against OEM-developed ASICs and QLogic storage processors that
are integrated into system-level products, and intelligent storage processors from a number of smaller companies.

Our embedded Fibre Channel products may also compete at the end user level with other technology alternatives,
such as SCSI, SATA, and SAS, which are available from companies such as Adaptec, LSI Logic, and Vitesse, as
well as a number of smaller companies. In the future, other technologies that we are not currently developing may
evolve to address the applications served by Fibre Channel today.

Manufacturing and Suppliers

Our primary products include board level assemblies that consist primarily of electronic component parts
assembled on internally designed printed circuit boards (PCBs) and box level products consisting of board level
assemblies, cables, and power sources contained within an enclosure. Most component parts can be purchased from
2 or more sources. However, some key components that we use in our products may only be available from single
sources with which we do not have contracts. In addition, we design ASICs that are embedded in our assembled
preducts and are also sold directly to OEM customers. These ASICs are also sole-sourced and manufactured by third
party semiconductor foundries. The majority of our ASICs are manufactured under the direction of L.S] Logic, using
a variety of qualified semiconductor, assembly, and test suppliers. Marvell Technology Group LTD (Marvell) is
another major ASIC partner for some of our InSpeed devices and our FibreSpy products. LSI Logic announced on
May 15, 2006, that it consummated the sale of certain assets associated with its semiconductor wafer fabrication
facilities in Gresham, Oregon to Semiconductor Components Industries LLC (SCI), a wholly owned subsidiary of
ON Semiconductor Corporation. In connection with that sale, LSl Logic entered into a wafer supply and test service
agreement with SCI in which SCI will manufacture and provide semiconductor wafer products to LS Logic and its
customers for an initial period of 2 years. The entire term of the agreement is 6 years. In addition to hardware, we
design software and firmware, which is provided as embedded programs within our hardware products to provide
functionality to our hardware products.




In 1998, we began outsourcing the manufacturing of our product lines to an electronics manufacturing service
(EMS) provider. This decision resulted in, among other things, the closing of our Puerto Rico manufacturing
facility. During 2006, Celestica Inc. (Celestica) manufactured for us at their facitity in Valencia, Spain, Benchmark
Electronics, [nc. (Benchmark) manufactured for us at their facility in Guadalajara, Mexico, . Technical Services
LLC (ITS) manufactured for us at their facility in Alpharetta, Georgia, and Venture Corporation Limited (Venture)
manufactured for us at their facility in Jahor-Bahru, Malaysia. Through our continuing strategic relationships with
Celestica, Benchmark, ITS, and Venture, we believe we have a strong global manufacturing operation that supports
our growing global customer base and provides us with increased supply chain efficiency, flexibility, and security.

The assembly operations required by our products are typical of the electronics industry, and no unusual methods,
procedures or equipment are required. The sophisticated nature of the products, in most cases, requires extensive
testing by specialized test devices operated by skilled personnel. Our EMS providers provide this testing. However,
we also maintain an internal test-engincering group for continuing support of test operations. As of July 2, 2006, we
had a total of 61 regular full-time manufacturing support employees located at our facilities in Costa Mesa,
California, Longmont, Colorado, Bolton, Massachusetts, and Bothell, Washington.

Employees

As of July 2, 2006, we employed 618 employees as follows: 369 in enginecring and development, 100 in selling
and marketing, 88 in general and administrative, and 61 in manufacturing support operations. None of our
employees is represented by a labor union, and we believe our employee relations are good.

Executive Officers of the Registrant

The executive and certain other officers of the Company or its principal operating subsidiaries as of July 2, 2006
were as follows:

Name Position Age
Paul F. Folino(1)....ccooeeier i Chairman of the Board and Chief Executive Officer 61
James M. McCluney(2).....cccvvveviniiinan President and Chief Operating Officer 55
William F. Gill(3) oo Executive Vice President, Worldwide Sales 49
Sadie A. Herrera(3).....ooooveeniiiinnn Executive Vice President, Human Resources and Facilities 57
Marshall D. Lee(3)..coo o Executive Vice President, Engineering 30
Michael J. Rockenbach .........ccoceeiieeie Executive Vice President, Chief Financial Officer, Secretary, 45
and Treasurer
Michael E. Smith(3)...cccoeviiiniiiiiiiin Executive Vice President, Worldwide Marketing 44
Randall G. Wick(3)..cooeeveeeeeeeriiree, Vice President, General Counsel 53

(1) Effective September 5, 2006, Mr. Folino resigned as Chief Executive Officer of the Company and was appointed
as Executive Chairman.

(2) Effective September 3, 2006, Mr. McCluney resigned as Chief Operating Officer and was appointed as Chief
Executive Officer and President.

(3) These persons serve in the indicated capacities as officers of the Registrant’s principal operating subsidiaries;
they are not officers of the Registrant.

Mr. Folino joined the Company in May 1993 as president and chief executive officer and as a director, and in
July 2002 was promoted to chairman of the board and chief executive officer. From January 1991 to May 1993,
Mr. Folino was president and chicl operating officer of Thomas-Conrad Corporation, a manufacturer of local arca
networking products.

Mr. McCluney joined the Company in November 2003 as president and chicf operating officer. Prior to Emulex’s
acquisition of Vixel Corporation (Vixel) in Novermnber 2003, Mr. McCluney had served as Vixel’s president, chief




executive officer, and as a director from April 1999, and the chairman of the board from January 2000. From
October 1997 to January 1999, Mr, McCluney served as president of Crag Technologies, formerly Ridge
Technologies, a storage system manufacturer. From Qctober 1994 to September 1997, Mr. McCluney served in
various positions at Apple Computer, Inc., including senior vice president of worldwide operations and vice
president of European operations. .

Mr. Gill joined the Company in January 2000 as vice president, OEM sales and in December 2000, was promoted
to executive vice president worldwide sales. The year before joining the Company, Mr. Gill was director, business
development for Pinnacle Multimedia, a developer of training management software. From 1994 o 1999, Mr. Gill
held various senior sales positions with 3Com Corporation and U.S. Robaotics.

Ms. Herrera joined the Company in 1988 as benefits administrator, and was promoted to vice president, human
resources in May 1995 and executive vice president, human resources and facilities in December 2000. Ms. Herrera
had over 15 years of human resource management experience with the Remex Division of Ex-Cell-O/Textron
Corporation and other companies prior to joining the Company.

Mr. Lee joined the Company in September 2002 as Executive Vice President, Engineering. Prior to joining the
Company, Mr. Lee was Vice President of Engineering at Quantum Corporation, a peripheral manufacturer, from
June 1995 to April 2001 and held a senior management position at IBM’s Storage Division from April 1994 to June
1995. From August 1992 to April 1994 Mr. Lee was Vice President of Engineering at Maxtor Corporation, a hard
disk drive company, and from June 1984 to August 1992 held a senior management position at Western Digital
Corporation, a hard disk drive company.

Mr. Rockenbach joined the Company in 1991 and has served as the Company’s executive vice president and chief
financial officer since December 2000. Prior to that, Mr. Rockenbach was vice president and chief financial officer.
From 1991 to 1996, Mr. Rockenbach served in senior finance and accounting positions with the Company. From
1987 until joining the Company, Mr. Rockenbach served in various manufacturing finance and financial planning
positions at Western Digital Corporation.

Mr. Smith joined the Company in October 1998 as senior director of Fibre Channel marketing and was promoted
to vice president, Fibre Channel marketing in June 1999, then to vice president, worldwide marketing in August
1999, and subsequently to executive vice president worldwide marketing in December 2000. Prior to joining the
Company, Mr. Smith spent approximately 2 % years with Adaptec, Inc. as marketing manager of peripheral
technologies solutions, and most recently as marketing manager, Fibre Channel products. From 1986 to 1996,

Mr. Smith held various engineering and marketing positions with Western Digital Corporation, most recently as
director of marketing, 1/0O products.

Mr. Wick joined the Company in June 2002 as vice president and general counsel. Prior to joining the Company,
Mr. Wick served as vice president, chief operating officer and general counsel of TelOptics Corporation, a high tech
privately held company, since November 2000. The prior year he served as a legal consultant for his own firm.
Previously, Mr. Wick held the positions of vice president and general counsel for Samsung Electronics America,
Inc. from 1998 to 1999 and AST Research, Inc. from 1990 to 1998. From 1986 to 1990, Mr. Wick served as counsel
to the Company and is admitted to practice law in the state of California.

None of the executive officers of the parent Company or officers of its principal operating subsidiaries has any
family relationship with any other executive officer of the Company, other officer of its principal operating
subsidiaries, or director of the Company.

Item 1A. Risk Factors.

Potential acquisitions or strategic investments may be more costly or less profitable than anticipated and may
adversely affect the price of our company stock.

We may pursue acquisitions or strategic investments that could provide new technologies, products, or service
offerings. Future acquisitions or strategic investments may negatively impact our results of operations as a result of
operating losses incurred by the acquired entity, the use of significant amounts of cash, potentially dilutive issuances




of equity or equity-linked securities, incurrence of debt, amortization of intangible assets with determinable lives, or
impairment of intangible assets. Furthermore, we may incur significant expenses pursuing acquisitions or strategic
investments that ultimately may not be completed. Moreover, to the extent that any proposed acquisition or strategic
investment that is not favorably received by stockholders, analysts and others in the investment community, the
price of our stock could be adversely affected. In addition, acquisitions or strategic investments involve numerous
risks, including, but not limited to:

» difficulties in the assimilation of the operations, technologies, products, and personnel of the acquired
company;

« purchased technology that is not adopted by customers in the way or the time frame we anticipated;

« diversion of management’s attention from other business concerns;

+ risks of entering markets in which we have limited or no prior experience;

+ risks associated with assuming the legal obligations of the acquired company;

- minority interest in a company, resulting from a strategic investment, that could have an impact on our results;

» risks related to the effect that the acquired company’s internal control processes might have on our financial
reporting and management’s report on our internal controls over financial reporting;

+ potential loss of key employees of the company we invested in or acquired;

« there may exist unknown defects of an acquired company’s products or assets that may not be identified due to
the inherent limitations involved in the due diligence process of an acquisition; and

» changes in generally accepted accounting principles regarding the accounting treatment for acquisitions to less
favorable treatment than is currently allowed.

In the event that an acquisition or strategic investment does occur and we are unable to obtain anticipated profits
or successfully integrate operations, technologies, products, or personnel or acquire assets that [ater become
worthless, our business, results of operations, and financial condition could be materially adversely affected.

Our acquisition of Aarohi Communications, Inc. on May 1, 2006, as well as our recently announced proposed
acquisition of Sierra Logic, Inc., involve numerous risks which may have a material adverse effect on our
business and operating results.

Our acquisition of Aarohi Communications, Inc. (Aarohi} involve numerous risks, including, but not limited to:

» difficulties and expenses in assimilating and retaining employees, including integrating teams that have not
previously worked together;

« difficulties in creating and maintaining uniform standards, controls, procedures, and policies;

« different geographic locations of the principal operations of Emulex and Aarohi and difficulties relating to
management of the former Aarohi operations and personnel in India;

« currency conversion exposure for payroll and other expenses of a principal product development facility in
Bangalore, India;

+ attainment of cost efficiencies in a principal product development facility in Bangalore, India;

« potential adverse reactions of existing customers and strategic relationship partners; and




+ difficultics with integrating Aarohi’s technology into our existing technology in a timely and efficient manner
that would allow us to fully realize the benefits of this acquisition.

In addition, our proposed acquisition of Sierra Logic, Inc. (Sierra Logic) may involve similar risks and
uncertaintics. Further, there may be additional risks of potentially lost revenues if’ we are unable 10 effectively
integrate the businesses which may cause a disruption in the supply of products. The acquisition, if completed, will
impact the Company’s results of operations due to increased share-based compensation expense and amortization of
acquired intangible assets and in-process research and development costs. As a result of these and other difficulties,
we may not realize the anticipated benefits of the acquisition and may encounter difficulties that could have a
material adverse effect on our business and operating results or cause expectations with respect to Aarohi or, to the
extent the acquisition is completed, Sierra Logic and the combined companies to be inaccurate.

Furthermore, Aarohi’s revenue generating activities to date have been limited, and Aarohi is incutring operating
losses which are expected to further dilute the Company’s earnings until new product revenue grows to a level
sufficient to offset expenses, which timing the Company is unable to predict. Brocade announced on August 8, 2006
that a merger agreement had been entered into with McData, thus creating a potential risk to sales of intelligent
network products previously provided by Aarohi to McData.

A downturn in information technology spending in general, or spending on computer and storage systems in
particular, could adversely affect our revenues and results of operations.

The demand for our Fibre Channel products, which comprised substantially all of our net revenues, has been
driven by the demand for high performance storage networking products and solutions that support enterprise
computing applications, including on-line transaction processing, data mining, data warehousing, multimedia, and
Internet applications. Any significant downturn in demand for such products, solutions, and applications, could
adversely affect our business, results of operations, and financial condition. The adverse effects of any sustained
downturn in information technology spending on our operating results may be exacerbated by our research and
development investments, strategic investments and merger and acquisition activily, as well as customer service and
support, which are expected to continue despite any such downtum.

Our business depends upon the continued growth of the Fibre Channel storage networking market, and our
business will be adversely affected if such growth does not occur or occurs more slowly than we anticipate.

The size of our potential market is largely dependent upon the broadening acceptance of our Fibre Channel
storage networking technologies, as well as the overall demand for storage. We believe that our investment in the
Fibre Channel storage networking market provides opportunity for revenue growth and profitability for the future.
However, the market for Fibre Channel storage networking products may not gain broader acceptance and
customers may choose alternative technologies and/or products supplied by other companies. Interest continues for
1SCSI storage networking solutions, which may satisfy some 1/0 connectivity requirements through standard
Ethernet adapters and software at little to no incremental cost to end users, or through iSCSI HBAs that provide
bundled offload engine hardware and software. Such iSCSI solutions compete with Fibre Channel solutions,
particularly in the low end of the market. In addition, other technologies such as SAS and SATA, may compete with
our Fibre Channel embedded switched sotutions in the future. Furthermore, since our products are sold as parts of
integrated systems, demand for our products is driven by the demand for these integrated systems. including other
companies’ complementary products. A lack of demand for the integrated systems or a lack of complementary
products required for these integrated systems could have a material adverse effect on our business, results of
operations, and financial condition. If the Fibre Channel storage networking market does not grow, or grows more
slowly than we anticipate, attracts more competitors than we expect, as discussed below, or if our products do not
achieve continued market acceplance, our business, results of operations, and financial condition could be materially
adversely affected.




Because a significant portion of our revenues are generated from sales to a limited number of customers, none
of which are the subject of exclusive or long-term contracts, the loss of one or more of these customers, or our
customers’ failure to make timely payments to us, could adversely affect our business.

We rely almost exclusively on OEMs and sales through distribution channels for our revenue. For the fiscal year
ended July 2. 2006, we derived approximately 64% of our net revenues from sales to OEM customers and
approximately 36% from sales through distribution. Furthermore, as some of our sales through distribution channels
consist of OEM products, OEM customers effectively generated more than 88% of our revenuc for the fiscal year
ended July 2, 2006. We may be unable to retain our current OEM and distributor customers or to recruit additional
or replacement customers.

Although we have attempted to expand our base of customers, including customers for embedded switching
products, we believe our revenues in the future will continue to be similarly derived from a limited number of
customers. As a result, to the extent that sales to any of our significant customers do not increase in accordance with
our expectations or are reduced or delayed, our business, results of operations, and financial condition could be
materially adversely afllfected.

As is common in the technology industry, our agrecments with OEMs and distributors are typically non-
exclusive, have no volume commitments, and oficn may be terminated by either party without cause. It is
increasingly commonplace for our OEM and distributor customers to utilize or carry competing product lines. If we
were 1o lose business from one or more significant OEM or distributor customers 10 a competitor, our business,
results of operations, and financial condition could be materially adversely affected. In addition, our OEMs may

- elect to change their business practices in ways that affect the timing of our revenucs, which may materiaily
adversely affect our business, results of operations, and financial condition.

Our markety are highly competitive and our business and results of operations may be adversely affected by
entry of new compeltitors into the markets, aggressive pricing, and the introduction or expansion of competitive
products and technologies.

The markets for our products are highly competitive and are characterized by rapid technological advances, price
erosion, frequent new product introductions, and ¢volving industry standards. We expect that our markets will
continue to attract new competition. Qur current and potential competition consists of major domestic and
international companies, some of which have substantially greater financial, technical, marketing, and distribution
resources than we have. Additional companies, including but not limited to our suppliers, strategic partners, OEM
customers, and emerging companies, may enter the markets for our storage networking products and new or stronger
compeltitors may emerge as a result of consolidation movements in the marketplace. Additionally, our existing
competitors continue to introduce products with improved price/performance characteristics, and we may have to do
the same to remain competitive. Furthermore, competitors may introduce new products to the market before we do,
and thus obtain a first to market advantage over us. Increased competition could result in increased price
competition, reduced revenues, lower profit margins or loss of market share, any of which could have a material
adverse effect on our business, results of operations, and financial condition.

Alternative legacy technologics such as SCSI and PBCs compete with our Fibre Channel /O and embedded
switch products, respectively, for customers, Qur success depends in part on our ability and on the ability of our
OEM customers to develop storage networking solutions that are competitive with these alternative legacy
technologics. Additionally, in the future other technologies that we are not currently developing may evolve to
address the storage nctworking applications currently served by our Fibre Channel product line today, reducing our
market opportunity.

Our operating results are difficult to forecast and could be adversely affected by many factors, and our stock
price may decline if our results fuil to meet expectations.

Our revenues and results of operations have varied on a quarterly basis in the past and may vary significantly in
the future. Accordingly, we believe that period-to-period comparisons of our results of operations are not necessarily
meaningful, and you should not rely on such comparisons as indications of our future performance. We may be
unable to maintain our current levels of growth or profitability in the future. Our revenues and results of operations
are difficult to forecast and could be adversely affected by many factors, including, but not limited to:




* changes in the size, mix, timing and terms of OEM and other customer orders;
* changes in the sales and deployment cycles for our products and/or desired inventory levels for our products;
* acquisitions or strategic investments by our customers, competitors or us;

* timing and market acceptance of new or enhanced product introductions by us, our OEM customers and/or
competitors;

* market share losses or difficulty in gaining incremental market share growth;
* fluctuations in product development, procurement, resource utilization and other operating expenses;
* component shortages;

* reduced demand from our customers if there is a shortage of, or difficulties in acquiring, components or other
products, such as Fibre Channel disk drives and optical modules, used in conjunction with our products in the
deployment of systems;

» inability of our electronics manufacturing service providers to produce and distribute our products in a timely
fashion;

* difficulties with updates, changes or additions to our information technology systems;
* breaches of our network security, including viruses;

* changes in general social and economic conditions, including but not limited to natural disasters, terrorism,
public health and slower than expected market growth, with resulting changes in customer technology
budgeting and spending;

* changes in techneology, industry standards or consumer preferences;
. 'seasonality; and

* changes in our accounting or other policies resulting from the adoption of new laws, regulations or
pronouncements.

As a result of these and other unexpected factors or developments, future operating results may be from time to
time below the expectations of investors or market analysts, which would have a material adverse effect on our stock
price.

Qur relatively small backlog of unfilled orders, possible customer delays or deferrals and our tendency to
generate a large percentage of our quarterly sales near the end of the quarter contribute to possible fluctuations
in our operating results that could have an adverse impact on our results of operations and stock price.

Historically, we have generally shipped products quickly after we receive orders, meaning that we do not always
have a significant backlog of unfilled orders. As a result, our revenues in a given quarter may depend substantially
on orders booked during that quarter. Alternatively, orders already in backlog may be deferred or cancelled. Also,
we have typically generated a large percentage of our quarterly revenues in the last month of the quarter. As a result
of our expense levels being largely based on our expectations of future sales and continued investment in research
and development, in the event we experience unexpected decreases in sales, our expenses may be disproportionately
large relative to our revenues, and we may be unable to adjust spending in a timely manner to compensate for any
unexpected revenue shortfall. A material shortfall in sales in relation to our quarterly expectations or any delay,
deferral, or cancellation of customer orders would likely have an immediate and adverse impact on our results of
operations and may adversely affect our stock price.




Our industry is subject to rapid technological change and we must keep pace with the changes to successfully
compete.

The markets for our products are characterized by rapidly changing technology, evolving indusiry standards, and
the frequent introduction of new products and enhancements. Our future success depends in large part on our ability
to enhance our existing products and to introduce new products on a timely basis to meet changes in customer
preferences and evolving industry standards. Currently, new and proposed technologies such as 4, 8, and 10 Gb/s
Fibre Channel solutions; 1 and 10 Gb/s Ethernet solutions; Infiniband; PCI-X 2.0; PCI Express; PCI Express
Advanced Switching; iSCSI; SATA; SAS; and Remate Direct Memory Access (RDMA); are in development by
many companies and their ultimate acceptance and deployment in the market is uncertain. We are developing some,
but not all of these technologies, and we cannot be sure that the technologies we chose to develop will achieve
market acceptance, or that technologies that we chose not to develop will be available to purchase or license from
third parties or will be immaterial to our business. Furthermore, if our products are not available in time for the
qualification cycle at an OEM it may be up to 3 years, if ever, before another qualification cycle is available to us. In
addition, new products and enhancements developed by us may not be backwards compatible to existing equipment
already installed in the market. If we are unable, for technological or other reasons, to develop new products,
enhance or sell existing products, or consume raw materials in a timely and cost effective manner in response to
technological and market changes, our business, results of operations, and financial condition may be materially
adversely affected.

We have experienced losses in our history and may experience losses in our future that may adversely affect our
stock price and financial condition.

We have experienced losses in our history, including a loss of $532.3 million in fiscal 2004, Any losses,
including losses caused by impairment of long-lived assets and/or goodwill, may adversely affect the perception of
our business by analysts and investors, which could adversely affect our stock price. To the extent that we are unable
to generate positive operating profits or positive cash flow from operations, our financial condition may be
materially adversely affected.

The migration of our customers toward newer product platforms may have a significant adverse effect.

As our customers migrate from one platform to the enhanced price/performance of the next platform, we may
experience reduced revenue, gross profit, or gross margin levels associated with lower average selling prices or
higher relative product costs associated with improved performance. While we regularly compare forecasted
demand for our products against inventory on hand and open purchase commitments, to the extent that customers
migrate more quickly than anticipated, the corresponding reduction in demand for older product platforms may
result in obsolete inventory and related charges which could have a material adverse effect on our financial
condition and results of operations.

Any faiture of our OEM customers to keep up with rapid technological change and successfully market and sell
systems that incorporate new technologies could adversely affect our business.

Our revenues depend significantly upon the ability and willingness of our OEM customers to commit significant
resources to develop, promote, and deliver products that incorporate our technology. In addition, if our customers’
products are not commercially successful, it would have a materially adverse effect on our business, results of
operations, and financial condition. The success of our Intelligent Network Products (INP) depends upon their
introduction into systems to replace older generation technology, and those products may not be successful if such
introductions are delayed.

Rapid changes in the evolution of technology, including the unexpected extent or timing of the transition from
HBA solutions or embedded switch box solutions to lower priced ASIC solutions, could adversely affect our
business.

Historically, the electronics industry has developed higher performance ASICs that create chip level solutions that
replace selected board level or box level solutions at a significantly lower average selling price. We have previously
experienced this trend and expect it to continue in the future. If this transition is more abrupt or is more widespread
than anticipated, there can be no assurance that we will be able to modify our business model in a timely manner, if
at all, in order to mitigate the effects of this transition on our business, results of operations, and financial position.
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If customers elect to utilize lower end HBAs in higher end environments or applications, our business could be
negatively affected.

We supply 3 families of HBAs that target separate high-end, midrange and SMB markets. Historically, the
majority of our Fibre Channel revenue has come from our high-end server and storage solutions. In the future,
increased revenues are expected to come from SMB and midrange server and storage solutions, which have lower
average selling prices. If customers elect to utilize lower end HBAs in higher end environments or applications, our
business could be negatively affected.

Advancement of storage disk capacity technology may not allow for additional revenue growth.

Storage disk density continues to improve rapidly and at some point in the future, the industry may experience a
period where the increase in storage disk capacity may equal or exceed the growth rate of digital data. This would
result in a situation where the number of units of disk drives may flatten out or even decrease. Our growth in
revenue depends on increasing units to offset declining average selling prices.

A decrease in the average unit selling prices and/or an increase in the manufactured cost of our products could
adversely affect onr revenue, gross margins and financial performance.

In the past, we have experienced downward pressure on the average unit selling prices of our products.
Furthermore, we may provide pricing discounts to customers based upon volume purchase criteria, and achievement
of such discounts may reduce our average unit selling prices. To the extent that growth in unit demand fails to offset
decreases in average unit selling prices, our revenues and financial performance could be materially adversely
affected. Although historically we have achieved offsetting cost reductions, to the extent that average unit selling
prices of our products decrease without a corresponding decrease in the costs of such products, our gross margins
and financial performance could be materially adversely affected. Furthermore, as the majority of our products are
manufactured internationally, cost reductions would be more difficult to achieve if the value of the U.S. doliar
deteriorates. Moreover, if the manufactured cost of our products were to increase due to inflation or other factors,
our gross margins and financial performance could be materially adversely affected.

Delays in product development could adversely affect our business.

We have experienced delays in product development in the past and may experience similar delays in the future.
Prior delays have resulted from numerous factors, which may include, but are not limited to:

+ difficulties in hiring and retaining necessary employees and independent contractors;
» difficulties in reallocating engineering resources and other resource limitations;

* unanticipated engineering or manufacturing complexity, including from third party supplicrs of intellectual
property such as foundries of our ASICs;

= undetected errors or failures in software, firmware, and hardware;

» changing OEM product specifications;

+ declays in the acceptance or shipment of products by OEM customers; and

* changing market or competitive product requirements.

Given the short product life cycles in the markets for our products and the relatively long product development

cycles, any delay or unanticipated difficulty associated with new product introductions or product enhancements
could have a material adverse effect on our business, results of operations, and financial condition.




Our joint development activities may result in products that are not commercially successful or that are not
available in a timely fashion.

We have engaged in joint development projects with third parties in the past and we expect to continue doing so
in the future. Joint development can magnify scveral risks for us, including the loss of control over development of
aspects of the jointly developed products and over the timing of product availability. Accordingly, we face increased
risk that joint development activities will result in products that are not commercially successful or that are not
available in a timely fashion.

During April 2003, we announced a joint development activity with Intel relating to storage processors that
integrate SATA, SAS, and Fibre Channel interfaces within a single architecture. Under the a;_.,reement we will
develop the protocol controller hardware, firmware, and drivers. Intel will integrate its Intel® Xscale™
microarchitecture as the core technology for the new processors and will manufacture the processors on its 90 nm
process technology. This activity has risks resulting from the licensing of technology to Intel and from increased
development costs.

A change in our business relationships with our third party suppliers or our electronics manufacturing service
providers could adversely affect our business.

We rely on third party suppliers for components and the manufacture of our products, and we have experienced
delays or difficulty in securing components and finished goods in the past. Delays or difficulty in securing
components or finished goods at reasonable cost may be caused by numerous factors including, but not limited to:

» discontinued production by a supplier;

» required long-term purchase commitments;

» undetected errors, failures or production quality issues, including projected failures that may exceed cpidemic

failure rates specified in agreements with our customers or that may require us to make concessions or
accommodations for continuing customer relationships;

» timeliness of product delivery;

« sole sourcing and compenents made by a small number of suppliers, including the inability to obtain
components and finished goods at reasonable cost from such sources and suppliers;

» financial stability and viability of our suppliers and EMS providers;
« changes in business strategies of our suppliers and EMS providers;

+ increases in manufacturing costs due to lower volumes or more complex manufacturing process than
anticipated;

s disruption in shipping channels;
= natural disasters;
« inability or unwillingness of our suppliers or EMS providers to continue their business with us;

« cnvironmental, tax or legislative changes in the tocation where our products are produced or delivered,
including implementation of European Union Directives 2002/95/EC (RoHS) and 2002/96/EC (WEEE), with
the RoHS directive limiting the concentration of certain materials (lead, chromium, etc.) that may be contained
in clectronic products placed on the European market after July 1, 2006, and the WEEE directive requiring
certain recycling markings and recycling procedures for electronic products placed on the European market
after August 13, 2003;




» difficulties associated with foreign operations; and
» market shortages.

There is a risk that we will not be able to retain our current suppliers or change to alternative suppliers. An
interruption in supply, the cost of shifting to a new supplier or EMS providers, disputes with suppliers or EMS
providers, or the cost associated with a long-term purchase commitment could have a material adverse effect on our
business, results of operations, and financial condition.

As we have transitioned the material procurement and management for our key components to our EMS$
providers, we face increasing risks associated with ensuring product availability. Further, an adverse inventory
management control issue by one or more of our third party suppliers could have a material adverse effect on our
business, results of operations, and financial condition.

LSI Logic announced on May 15, 2006, that it consummated the sale of certain assets associated with its
semiconductor wafer fabrication facilities in Gresham, Oregon to SCI, a wholly owned subsidiary of ON
Semiconductor Corporation. In connection with that sale, LSI Logic entered into a wafer supply and test service
agreement with SCI pursuant to which SCI will manufacture and provide semiconductor wafer products to LSI
Logic and its customers for an initial period of 2 years, The entire term of the agreement is 6 years. This
manufacturing facility, at which certain ASICs are manufactured for us, and the transition of such facility creates a
risk of disruption in our supply of certain ASICs should the announced pians of LSI Logic for uninterrupted service
of customers not be achieved.

If our intellectual property protections are inadequate, it could adversely affect our business.

We believe that our continued success depends primarily on continuing innovation, marketing, and technical
expertise, as well as the quality of product support and customer relations. At the same time, our success is partially
dependent on the proprietary technology contained in our products. We currently rely on a combination of patents,
copyrights, trademarks, trade secret laws, and contractual provisions to establish and protect our intellectual property
rights in our products. For a more complete description of our intellectual property, please see the information under
Part I — Item | — “Intellectual Property.”

We cannot be certain that the steps we take to protect our intellectual property will adequately protect our
proprietary rights, that others will not independently develop or otherwise acquire equivalent or superior technology,
or that we can maintain such technology as trade secrets. In addition, the laws of somé of the countries in which our
products are or may be developed, manufactured, or sold may not protect our products and intellectual property
rights to the same extent as the laws of the United States, or at all. Furthermore, we enter into various development
projects and arrangements with other companies. In some cases, these arrangements allow for the sharing or use of
our intellectual property. Our failure to protect our intellectual property rights could have a material adverse effect
on our business, results of operations, and financial condition.

Ongoing lawsuits present inherent risks, any of which could have a material adverse effect on our business,
financial condition, or results of operations. Such potential risks include the continuing expenses of litigation, the
risk of loss of patent rights, the risk of injunction against the sale of products incorporating the technology in
question, counterclaims, attorneys’ fee liability, and the diversion of management’s attention from other business
matters,

For more information on legal proceedings related to Emulex, see Part I, Item 3 — “Legal Proceedings.”
Third party claims of intellectual property infringement could adversely affect our business.
We believe that our products and technology do not infringe on the intellectual property rights of others or upon
intellectual property rights that may be granted in the future pursuant to pending applications. We occasionally
receive communications from third parties alleging patent infringement, and there is always the chance that third

parties may assert infringement claims against us. Any such claims, with or without merit, could result in costly
litigation, cause product shipment delays, or require us to enter into royalty or licensing agreements, which may or
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may not be available. Furthermore, we have in the past obtained, and may be required in the future to obtain,
licenses of technology owned by other parties. We cannot be certain that the necessary licenses will be available or
that they can be obtained on commercially reasonable terms. If we were to fail to obtain such royalty or licensing
agreements in a timely manner and on reasonable terms, our business, results of operations, and financial condition
could be materially adversely affected.

The inability or increased cost of attracting, motivating, or retaining key managerial and technical personnel
could adversely affect our business.

Our success depends to a significant degree upon the performance and continued service of key managers, as well
as engineers involved in the development of our storage networking technologies and technical support of our
storage networking products and customers, Competition for such highly skilled employees in the communities in
which we operate, as well as our industry, is intense, and we cannot be certain that we will be successful in
recruiting, training, and retaining such personnel. In addition, employees may leave our company and subsequently
compete against us. Also, many of these key managerial and technical personnel receive stock options as part of our
employee retention initiatives. New regulations, volatility in the stock market, and other factors could diminish the
value of our stock options, putting us at a competitive disadvantage and forcing us to use more cash compensation.
If we are unable to attract new managerial and technical employees, or are unable to retain and motivate our current
key managerial and technical employees, or are forced to use more cash compensation to retain key personnel, our
business, results of operations, and financial condition could be materially adversely affected.

Our international business activities subject us to risks that could adversely affect our business.

For the fiscal year ended July 2, 2006, sales in the United States accounted for approximately 55% of our total net
revenues, sales in the Pacific Rim countries accounted for approximately 13%, and sales in Eurcpe and the rest of
the world accounted for approximately 32% of our total net revenues, based on bill-to address. We expect that our
sales will be similarly distributed for the foreseeable future. However, because we sell to OEMs and distributors
who ultimately resell our products to their customers, the geographic mix of our sales may not be reflective of the
geographic mix of end-user demand or installations. All of our sales are currently denominated in U.S. dollars. Asa
result, if the value of the U.S. dollar increases relative to forcign currencies, our products could become less
competitive in international markets. Additionally, a significant portion of our products is produced at our EMS
providers’ production facilities in Spain, Mexico, and Malaysia. As a result, we are subject to the risks inherent in
international operations. Our international business activities could be affected, limited or disrupted by a variety of
factors, including, but not limited to:

+ imposition of or changes in governmental controls, taxes, tariffs, trade restrictions, and regulatory
requirements;

+ costs and risks of localizing products for foreign countries;

+ longer accounts receivable payment cycles;

+ changes in the value of local currencies relative to our functional currency;

+ import and export restrictions;

» loss of tax benefits, or increases in tax expenses, due to international production;
« general economic and social conditions within foreign countries;

« taxation in multiple jurisdictions; and

+ political instability, war or terrorism.

19




All of these factors could harm future sales of our products to international customers or future production outside
of the United States of our products, and have a material adverse effect on our business, results of operations, and
financial condition,

Qur stock price is volatile, which has and may result in lawsuits against us and our officers and directors.

The stock market in general, and the stock prices in technology based companies in particular, have experienced
extreme volatility that often has been unrelated to the operating performance of any specific public company. The
market price of our common stock has fluctuated in the past and is likely to fluctuate in the future as well. For
example, during the first 8 months of calendar year 2006, the sales price of our common stock ranged from a low of
$14.07 per share to a high of $22.00 per share. Factors that could have a significant impact on the market price of
our stock include, but are not limited to, the following:

* quarterly variations in customer demand and operating results;
* announcements of new products by us or our competitors;

+ the gain or loss of significant customers or design wins;

+ changes in analysts’ earnings estimates;

* changes in analyst recommendations, price targets, or other parameters that may not be related to eamings
estimates;

= rumors or dissemination of false information;

* pricing pressures;

» short selling of our common stock;

» general conditions in the computer, storage, or communications markets; and
* events affecting other companies that investors deem to be comparable to us.

In the past, companies, including us, that have experienced volatility in the market price of their stock have been
the objects of securities class action litigation. If we were to be the subject of similar litigation in the future or
experience unfavorable outcomes in any of our pending litigation, as discussed in Item 3 — “Legal Proceedings”
contained elsewhere herein, it could have a material adverse effect on our results of operations, financial condition,
and diversion of management’s attention from other business matters.

Terrorist activities and resulting military and other actions could adversely affect our business.

The continued threat of terrorism, military action, and heightened security measures in response to the threat of
terrorism may cause significant disruption to commerce throughout the world. To the extent that such disruptions
result in delays or canccliations of customer orders, delays in collecting cash, a general decrease in corporate
spending on information technology, or our inability to effectively market, manufacture, or ship our products, our
business, financial condition, and resuits of operations could be materiatly and adversely affected. We are unable to
predict whether the threat of terrorism or the responses thereto will result in any long-term commercial disruptions
or if such activities or responses will have any long-term material adverse effect on our business, results of
operations, or financial condition.

Our corporate offices and principal product development facilities are located in a region that is subject to
earthquakes and other natural disasters.

Our California and Washington facilities, including our corporate offices and principal product development
facilities, are located near major earthquake faults. Any disruption in our business activities, personal injury, or
damage to the facilities in excess of our currently insured amounts as a result of earthquakes or other such natural
disasters, could have a material adverse effect on our business, results of operations, and financial condition.
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We currently do not carry earthquake insurance. However, we do carry various other lines of insurance that may
or may not be adequate to try and protect the business.

Our shareholder rights plan, certificate of incorporation and Delaware law could adversely affect the
performance of our stock.

Our shareholder rights plan and provisions of our certificate of incorporation and of the Delaware General
Corporation Law could make it more difficult for a third party to acquire us, even if doing so would be beneficial to
our shareholders. The shareholder rights plan and these provisions of our certificate of incorporation and Delaware
law are intended to encourage potential acquirers to negotiate with us and allow our board of directors the
opportunity to consider alternative proposals in the interest of maximizing shareholder value. However, such
provisions may also discourage acquisition proposals or delay or prevent a change in control, which could harm our
stock price. For more information, please read Note 11 in the accompanying Notes to Consolidated Financial
Staterments contained elsewhere herein, our certificate of incorporation and Delaware law for more information on
the anti-takeover effects of pravisions of our shareholder rights plan.

Our system of internal controls may be inadequate,

We maintain a system of internal controls in order to ensure we are able to collect, process, summarize, and
disclose the information required by the Securities and Exchange Commission within the time periods specified.
Any system of controls, however well designed and operated, can provide only reasonable, and not absolute,
assurance that the objectives of the system are met. In addition, the design of any control system is based in part
upon certain assumptions about the likelihood of future events. Due to these and other inherent limitations of control
systems, there can be no assurance that any design will succeed in achieving its stated goals under all potential
future conditions, regardless of how remote. Additionally, public companies in the United States are required to
review their internal controls under the Sarbanes-Oxley Act of 2002. If the internal controls put in place by us are
not adequate or fail 1o perform as anticipated, we may be required to restate our financial statements, receive an
adverse audit opinion on the effectiveness of our internal controls, and/or take other actions that will divert
significant financial and managerial resources, as well as be subject to fines and/or other government enforcement
actions. Furthermore, the price of our stock could be adversely affected.

Changes in laws, regulations, and financial accounting standards may affect our reported results of operations.

New laws, regulations and accounting standards, as well as changes to and varying interpretations of currently
accepted accounting practices in the technology industry might adversely affect our reported financial results, which
could have an adverse effect on our stock price. Furthermore, new guidance related to the expensing of stock options
in Financial Accounting Standards Board’s (FASB) Statement of Financial Accounting Standards (SFAS) No. 123R
“Share-Bascd Payment,” has materially adversely affected operating and net income for the fiscal year ended July 2,
2006,

The final determination of our income tax liability may be materially different from our income tax provisions
and accruals. ‘

We are subject to income taxes in both the United States and international jurisdictions. Significant judgment is
required in determining our worldwide provision for income taxes. In the ordinary course of our business, there are
many transactions where the ultimate tax determination is uncertain. Additionally, our calculations of income taxes
are based on our interpretations of applicable tax laws in the jurisdictions in which we file. Although we believe our
tax estimates are reasonable, there is no assurance that the final determination of our income tax liability will not be
materially different than what is reflected in our income tax provisions and accruals. Should additional taxes be
assessed as a result of new legislation, an audit or litigation, if our effective tax rate should change as a result of
changes in federal, international or state and local tax laws, or if we were to change the locations where we operate,
there could be a material effect on our income tax provision and net income in the period or periods in which that
determination is made, and potentially to future periods as well.
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We may need additional capital in the future and such additional financing may not be available on favorable
terms,

While we believe we have adequale working capital 1o meet our expected cash requirements for the next twelve
months, we may need to raise additional funds through public or private debt or equity financings in order to,
without limitation:

* take advantage of unanticipated opportunities, including more rapid international expansion or acquisitions of
complementary businesses or technologies;

= devetop new products or services;
* repay outstanding indebtedness; and
* tespond to unanticipated competitive pressures.

Any additional financing we may need may not be available on terms favorable to us, or at all. If adequate funds
are not available or are not available on acceptable terms, we may not be able to take advantage of business
opportunities, develop new products or services, or otherwise respond to unanticipated competitive pressures. In any
such case, our business, results of operations, and financial condition could be materially adversely affected.

In fiscal 2004, we completed a $517.5 million private placement of 0.25% contingently convertible subordinated
notes due 2023. The Company has repurchased and cancelled an aggregate of approximatety $281.5 million in face
value of these 0.25% notes, leaving approximately $236.0 million in face value still outstanding as of July 2, 2006.
The holders of our 0.25% notes may require us to purchase the notes for cash as early as December 2006. If we have
insufficient liquidity and capital resources to repay the principat amounts of our outstanding convertible notes when
due, we may be forced 1o raise additional funds through public or private debt or equity financings, which may not
be available on favorable terms, if at all. If such financings were not available on favorable terms our business, our
results of operations and financial condition could be materially adversely affected.

Conversion of our outstanding notes would dilute the ownership interest of existing stockholders,

The conversion of our notes into shares of our common stock would dilute the ownership interests of existing
stockholders. Any sales in the public market of the common stock issuable upon conversion of the notes could
adversely affect prevailing market prices of our common stock. In addition, the existence of the notes may
encourage short selling by market participants due to this dilution or to facilitate trading strategies involving notes
and common stock. See the Risk Factor “Changes in laws, regulations, and financial accounting standards may
affect our reported results of operations” above.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties,

Our corporate offices and principal product development facilities, which were purchased in 2004, are currently
located in approximately 180,000 square feet of buildings in Costa Mesa, California. We lease facilities in
California, Colorado, Massachusetts, Washington, and Bangalore, India primarily for engineering and development
and approximately 19 other remote offices, primarily for sales, throughout the world.

Our future facilities requirements will depend upon our business, but we believe additional space, if required,
may be obtained on reasonable terms.

22




Item 3. Legal Proceedings.

On November 15, 2001, prior to the Company’s acquisition of Vixel Corporation, a securities class action was
filed in the United States District Court in the Southern District of New York as Case No. 01 CIV. 10053 (SAS),
Master File No. 21 MC92 (SAS) against Vixel and 2 of its officers and directors and certain underwriters who
participated in the Vixel initial public offering in late 1999. The amended complaint alleges violations under
Section 10(b) of the Exchange Act and Section 11 of the Securities Act and seeks unspecified damages on behalf of
persons who purchased Vixel stock during the period October 1, 1999 through December 6, 2000. In October 2002,
the parties agreed to toll the statute of limitations with respect to Vixel’s officers and directors unti! September 30,
2003, and on the basis of this agreement, Vixel’s officers and directors were dismissed from the lawsuit without
prejudice. During June 2003, Vixel and the other issuer defendants in the action reached a tentative settlement with
the plaintiffs that would, among other things, result in the dismissal with prejudice of all claims against the
defendants and their officers and directors. In connection with the possible settlement, those officers and directors
who had entered tolling agreements with the plaintiffs agreed to extend those agreements so that they would not
expire prior to any settlement being finalized. Aithough Vixel approved this settlement proposal in principle, it
remains subject to a number of procedural conditions, as well as formal approval by the court. On August 31, 2005,
a Preliminary Order In Connection With Settlement Proceedings was issued by the court which among other items,
set a date for a Settlement Fairness Hearing held on April 24, 2006, and the form of notice to the Settlement Classes
of the Issuers’ Settlement Stipulation. In December 2003, the settlement notices authorized by the court were sent to
former Vixel stockholders and the web site www.iposccuritieslitigation.com was created for claimants, as well as a
March 24, 2006 objection deadline.

At the Settlement Fairness Hearing held on April 24, 2006, the court raised the following primary issues: (1) the
{possible) change in value of the settlement since preliminary approval, and whether the benefits of the settlement
should be evaluated at the time of approval or at the time of negotiation; (2) how the class certification argument
before the Second Circuit Court of Appeals could or would affect the fairness of the settlement; (3) how to evaluate
the intangible benefits of the settlement to the class members; and (4) how to value the $1 billion guarantee (for the
consolidated litigation involving Vixel and 297 other Issuers) by Insurers in the Stipulation and Agreement of
Settlement Exhibit C in light of the Underwriters’ potential future settlements. The Court did not rule on April 24,
2006 on the motion for final approval or objections. On fune 6, 2006, the Second Circuit Court of Appeals held oral
arguments on the appeal by the Underwriters of Judge Scheindlin’s class certification decision. On about July 17,
2006, Emulex assigned to the class action plaintiffs any IPO claims Emulex (Vixel) has against RBC Dain Rauscher
in the IPO litigation, as required by the settlement agreement. The Company believes the final resolution of this
litigation will not have a material adverse effect on the Company’s consolidated financial position, results of
operations or liquidity.

Ongoing tawsuits present inherent risks, any of which could have a material adverse effect on the Company’s
business, financial condition or results of operations. Such potential risks include the continuing expenses of
litigation, counterclaims and attorneys’ fee liability,

Additionally, the Company is involved in various claims and legal actions arising in the ordinary course of
business. In the opinion of management, the ultimate disposition of these matters will not have a material adverse

effect on the Company’s consolidated financial position, results of operations or liquidity.

Item 4. Submission of Matters to a Vote of Security Holders.

No matters were submitted to a vote of the security holders of the Company during the fourth quarter of 2006.
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PART 11

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters, and Issuer Purchases of Equity
Securities.

Principal Market and Prices

The Company’s common stock is traded on the New York Stock Exchange under the symbol ELX. The following
table sets forth the high and low per share sales prices for our common stock for the indicated periods, as reported
on the New York Stock Exchange.

High Low

2006

FOUTTH CUAITET .t ettt sttt et be e ee ettt eeeeeeeenesete e $19.00 $15.58
THIFG QUATLET .ottt ee et eneee e een s e e e ee s e reene 22.00 16.00
Second Quarter........cooov e v et e b sttt e et e e e e ae 2122 17.17
FALSE QUUATTET ...t b sttt s b et et e ettt eee et et e an e e e me e 22.68 17.14
2005

FOUMTH QUATTET ..ottt ee et ere e s e e reere e ne e et e amnane $19.86 $15.06
THITA QUATTET ..ottt v et earar et e et e ss st e b e s be s tase et et e st oateneeneerene 18.85 15.35
SECONA QUATTET ..ottt ettt s e st b et be e s bbb et s tb b e e et emreseemeereeneene 16.25 10.60
FIISE QATTET ..ottt e e s et e st et e er et eteeneae et esseaseseemserentesesnsetesenaee s 14.91 9.26

Number of Common Stockholders
The approximate number of holders of record of our common stock as of September 5, 2006 was 390.
Dividends

We have never paid cash dividends on our common stock and do not anticipate paying any cash dividends in the
foreseeable future. We currently intend to retain our earnings for the development of our business.

On January 19, 1989, the Board of Directors declared a dividend distribution of one preferred stock purchase
right for each outstanding share of common stock. The rights were distributed on February 2, 1989, to stockholders
of record on the close of business on that date.

Issuer Purchases of Equity Securities
We did not repurchase any equity securities during the 12 months ended July 2, 2006.

Equity Compensation Plan Information

See Part 111, Item 12 — “Security Ownership of Certain Beneficial Owners and Management” for certain
information regarding our equity compensation plans.

Item 6. Selected Consolidated Financial Data.

The following table summarizes certain selected consolidated financial data. On November 13, 2003, we
completed the acquisition of Vixel Corporation (Vixel), and on May 1, 2006, we completed the acquisition of
Aarchi Communications, Inc. (Aarohi}. For more details about the Vixel and Aarchi acquisitions, see Note 2 to the
Consolidated Financial Statements -~— “Business Combinations,” contained elsewhere herein.
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Selected Consolidated Statements of Operations Data

Year Ended
July 2, July 3, June 27, Juae 29, June 30,
2006 2005(1) 2004(1) 2003(1) 2002(1)
{In thousands, except per share data)
Net revenues:
Fibre Channel .........ccccvniniininininninnninin, $ 402,313 § 375,569 $ 363,871 § 304,596 § 247,705
[P networking ......ccooooeiereee e 489 65 529 2,408 4,242
L0 71111 SO OP SO UPSU PO UP PRSP 11 19 22 1.204 2,794
Total net tEVENUES.....ocvveeviric s 402813 375,653 364,422 308,208 254,741
Cost of sales ... 163,993 154.530 143,299 117,840 128.671
Gross profit....ocoeee e 238.820 221,123 221,123 190,368 126.070
Operating expenses:
Engineering and development..................... 89,669 79,971 73,211 61,257 47,560
Selling and marketing.......ccccoevvviniciniiinnnns 36,169 32,441 28,035 18,994 19,462
General and administrative.....oo..ocevevesvvrens 23,680 11,636 18,815 40,291 12,983
Amortization of goodwill and other
intangible assets ......ooooirieioinee e 10,944 11,314 7,597 7 150,409
Impairment of goodwill...............ooi — 1,096 583,499 — —
In-process research and development............. 17,272 11,400 — —
Total operating expenses ..........occeeeeenee. 177,734 136,458 722557 120,549 230414
Operating income (lo58)......cc.ovivninniiniiiniinn. 61,086 84,665 (501.434) 69.819 (104,344)
Nonoperating income, net:
INtErest iNCOME ...ovvvoeeeeeeeeee e 21,150 13,106 9,149 12,991 11,239
INEErest EXPENSE ....oivvrrecericreneereci e (2,494) (4,202) (4,754) (5,510) (3,396)
Gain on repurchase of convertible
subordinated NOteS.........cccvvvvvevevrieevenrnnee —_ 20,514 2,670 28,729 —
Other income (expense), Net........ocvvvniiiens 173 (2.273) 109 (78) (26)
Total nonoperating income, net ............. 18,829 27,145 7.174 36,132 7,817
Income (loss) before income taxes ..o 79915 111,810 (494,260) 105,951 (96,527)
income tax provision (benefit)............cccoeee 39,464 40,221 38.062 40,262 (293)
Net income (1058).c.uvvineiineeverecreeeceeeeseenas $ 40451 § 71,580 § (532.320) % 65,689 § (96,234)
Net income (loss) per share:
BasiC. oot b 0.48 § 0.8 % (6.47) § 0.80 % (1.18)
Dituted .o $ 046 § 080 3 (647 3 0.79 $ (L.18)
Number of shares used in per share
computations:
BaSIC.iiuiiiiiitee e 83,920 82,819 82,293 _ 82051 81,487
Diluted ...oooeierieeiiee 91,259 92,970 82,293 87,914 81,487

(1) Approximately $14.8 million, $11.5 millien, $5.8 million, and $5.8 million of amortization expense resulting
from the acquisition of technology intangible assets for fiscal years 2005, 2004, 2003, and 2002, respectively,
has been reclassified from Amortization of goodwill and other intangible assets to Cost of sales.
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Selected Consolidated Balance Sheet Data

Year Ended

July 2, July 3, June 27, June 29, June 30,
2006 2005 2004 2003 2002
(In thousands)

Total current assets ...ocooeevveevieiiiecccrren e, $ 707534 § 584457 § 541,326 § 498,232 $§ 597,566
Total current liabilities..............co.oovvvivvvenns 302,564 76.644 54,496 75.061 35,360
Working capital 404,990 507,813 486,830 423,171 558,206
TOtal ASSEIS .ovieiieeie et rare e 860,157 801,781 972,981 1,189,769 1,207,364
Convertible subordinated notes .................. 235177 233,382 524,845 208,518 345,000
Accumulated deficit.,.......ccoeeveviviveiiicven. (431,416)  (471,867) (543,456) (11,134) (76,823)

556,913 477,591 393,154 901,930 823,004

ltem 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Forward-Looking Statements

Certain statements contained in this Annual Report on Form 10-K may constitute “forward-looking statements™
within the meaning of the Private Securities Litigation Reform Act of 1995. We may also make forward-looking
statements in other reports filed with the Securities and Exchange Commission, in materials delivered to
stockholders and in press releases. In addition, our representatives may from time to time make oral forward-looking
statements. Forward-looking statements provide current expectations of future events based on certain assumptions
and include any statement that does not directly relate to any historical or current fact. Words such as “anticipates,”
T “expects,” “may,” “will,” “should,” “could,” “plans,” “forecasts,”
potential,” “continue,” and similar expressions may be intended to identify

LT

“in the opinion,” “belicves,” “intends,
“estimates,” “predicts,” “projects,
forward-looking statements.

ELITY LI

Actual future results could differ materially from those described in the forward-looking statements as a result of
a variety of factors, including those discussed in Management’s Discussion and Analysis of Financial Conditicn and
Results of Operations set forth below, and, in particular, the section entitled “Risk Factors™ in Part I, Item | A of the
Annual Report on Form 10-K included elsewhere herein. These factors include the ability to realize the anticipated
benefits of the Aarohi Communications, Inc. (Aarohi) acquisition on a timely basis or at all, the Company’s ability
to complete the acquisition of the recently announced proposed acquisition of Sierra Logic, Inc. {Sierra Logic), the
Company’s ability to realize the anticipated benefits from the acquisition of Sierra Logic, if such transaction is
completed, and the Company’s ability to integrate the technology, operations, and personnel of Aarohi and, if
acquired, Sterra Logic, into its existing operations in a timely and cfficient manner. The fact that the economy
generally, and the technology and storage segments specifically, have been in a state of uncertainty makes it difficult
to determine if past experience is a good guide to the future and makes it impossible 1o determine if markets will
grow or shrink in the short term. In the past, our results have been significantly impacted by a widespread slowdown
in information technology investment that pressured the storage networking market that is the mainstay of our
business. A downturn in information technology spending could adversely affect our revenues and results of
operations. As a result of this uncertainty, we are unable to predict with any accuracy what future results might be.
Other factors affecting these forward-looking statements include, but are not limited to, the following: slower than
expected growth of the storage networking market or the failure of our Original Equipment Manufacturer (OEM)
customers to successfully incorporate our products into their systems; our dependence on a limited number of
customers and the effects of the loss of, or decrease or delays in orders by, any such customers, or the failure of such
customers to make payments; the emergence of new or stronger contpetitors as a result of consolidation movements
in the market; the timing and market acceptance of our or our OEM customers’ new or enhanced products; the
variability in the level of our backlog and the variabie booking patterns of our customers; the effects of terrorist
activities, natural disasters, and resulting political or economic instability; the highly competitive nature of the
markets for our products, as well as pricing pressures that may result from such competitive conditions; our ability
and the ability of our OEM customers to keep pace with the rapid technological changes in our industry and gain
market acceptance for new products and technologies; the effect of rapid migration of customers towards newer,
lower cost product platforms; possible transitions from board or box level to application specific integrated circuit
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(ASIC) solutions for selected applications; a shifi in unit product mix from higher-end to lower-end products; a
decrease in the average unit selling prices or an increase in the manufactured cost of our products; delays in product
development; our reliance on third-party suppliers and subcontractors for components and assembly; any inadequacy
of our intellectual property protection or the potential for third-party claims of infringement; inadequacy of our
system of internal controls; our ability to attract, retain arid motivate key technical personnel; plans for research and
development in India; our dependence on foreign sales and foreign-produced products; the effect of acquisitions;
impairment charges; changes in tax rates or legislation; and changes in accounting standards. Readers should
carefully review these cautionary statements since they identify certain important factors that could cause actual
results to differ materially from those in the forward-looking statements and from historical trends and are in
addition to other factors discussed elsewhere in this Annual Report on Form 10-K, in our filings with the Securities
and Exchange Commission or in materials incorporated therein by reference. We caution the reader, however, that
these lists of risk factors may not be exhaustive. We expressly disclaim any obligation or undertaking to release
publicly any updates or changes to these forward-looking statements that may be made to reflect any future events
or circumstances.

Executive Overview

Emulex is a leading supplier of a broad range of advanced storage networking infrastructure selutions, Our
products and technologies leverage an adaptable common architecture that extends from deep within the storage
array to the server edge of storage area networks (SANs). Our storage networking solution offerings include host
bus adapters (HBAs), embedded storage switches, storage Input/Output controllers (IOCs), multiprotocol storage
routers and intelligent data center networking solutions. HBAs are the data communication products that enable
servers to connect to storage networks by offloading communication-processing tasks as information is delivered
and sent to the storage network. Embedded storage switches and IOCs are deployed inside storage arrays, tape
libraries and other storage appliances, delivering improved performance, reliability, and storage connectivity, Qur
multiprotecol routers link iSCSI1 host servers to fibre channel SANs or interconnect fibre channel SANs over
Internet Protocol (IP) networks. Our intelligent data center networking solutions support enhanced performance and
functionality for networked virtual storage environments. The world’s largest storage and server OEMs rely on our
highly flexible common architecture to establish a robust foundation for cost effectively integrating a wide array of
storage protocols, standards, and speeds.

We rely almost exclusively on QEMs and sales through distribution channels far our revenue. Our OEM
customers include the world’s leading server and storage providers, including Dell Inc. (Dell), EMC Corporation
(EMC), Engenio Information Technologies, Inc. (Engenio), a subsidiary of L.S1 Logic Corporation, Fujitsu Ltd.
(Fujitsu), Fujitsu Siemens Computers (Fujitsu Siemens), Groupe Bull (Bull), Hewlett-Packard Company (Hewlett-
Packard), Hitachi Data Systems (Hitachi), International Business Machines Corporation (IBM), McData
Corporation (McData), NEC Corporation (NEC), Network Appliance, Inc. (Network Appliance), Quantum
Corporation {Quantum), Sun Microsystems, Inc. (Sun), Unisys Corporation (Unisys), and Xyratex Ltd. (Xyratex).
Our distribution partners include Acal plc group (ACAL), Avnet, Inc. (Avnet), Bell Microproducts, Inc. {Bell
Microproducts), Info X Technology Solutions (Info X), Ingram Micro Inc. (Ingram Micro), Netmarks Inc.
(Netmarks), Tech Data Corporation (Tech Data), and Tokyo Electron Ltd. (Tokyo Electron). The market for storage
networking infrastructure solutions is concentrated among large OEMs, and as such, a significant portion of our
revenues are generated from sales to a limited number of customers.

We believe that continued investment in next generalion storage networking infrastructure solutions is required in
order to achieve future revenue growth and profitability. Thus, we have created and are currently executing, a 4
point plan to achieve this strategy. First, we set out to lead the Fibre Channel market transition to 4 Gb/s solutions
and, as a result, win new platforms and new customers. Second, we would expand our reach into new higher growth
platforms and environments that we believe will play a key role in driving overall demand for Fibre Channel
SANs — primarily in blade servers and virtualized servers. Third, we would focus on expanding our leadership
position in the embedded storage components sector. Finally, we plan to increase our overall market and revenue
opportunity for Emulex through diversification into different protocol solutions across our product portfolios. We
continue to, and currently plan to invest in research and development, sales and marketing, and capital equipment to
deliver leading edge products to our customers, including additional 4 Gigabit per second (Gb/s) connectivity
solutions, increased Linux offerings, and products focused on the small to medium business and blade server
markets. As of July 2, 2006, we had a total of 618 employees.
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Business Combinations

On August 29, 2006 the Company announced it would acquire Sierra Logic Inc. (Sierra Logic), a privately-held
designer of semiconductors for storage networking equipment located in Roseville, California, for up to
approximately $180 million in cash, assumed debt, assumed stock options, and employee equily incentive
compensation. The acquisition, if completed, solidifies the Company’s embedded multi-protocol strategy in the end-
to-end embedded storage components market.

The acquisition, if completed, may impact the Company’s results of operations due to increased compensation
expense recognized under Financial Accounting Standards Board’s (FASB) Statement of Financial Accounting
Standards (SFAS) No. [23R “Share-Based Payment,” amortization of acquired intangible asscts and in-process
research and development costs. The transaction is expected to close on or near September 30, 2006, subject to
certain closing conditions,

On May 1, 2006, the Company completed the acquisition of Aarchi Communications, Inc. (Aarohi), a supplier of
intelligent data center networking products with principal product development facilities located in San Jose,
California and Bangalore, India for up to approximately $37.0 million in cash, assumed debt, contingent
consideration and assumed stock options. The Company paid approximately $35.1 million in cash and acquired
approximately $0.3 million in cash upon the close of the transaction. In addition, the Company incurred
approximately $0.8 million of direct, out-of-pocket, acquisition related expenses. In addition, the Company granted
restricted stock awards of approximately 307,500 shares of the Company’s common stock. The stock options
assumed and restricted stock awards granted will impact the Company’s results of operations due to increased post
combination share-based compensation recognized under SFAS No. 123R. On May 2, 2006, Aarohi
Communications, Inc. was renamed Emulex Communications Corporation.

The Company accounted for the acquisition of Aarohi under the purchase method of accounting in accordance
with SFAS No. 141, “Business Combinations,” and recorded approximately $17.3 million of purchased in-process
research and development expense (IPR&D) during fiscal 2006.

On Navember 13, 2003, we completed the cash tender offer to acquire all outstanding shares of Vixel
Corporation (Vixel). On November 17, 2003, we completed our acquisition of Vixel. We acquired Vixel, a leading
supplier of embedded switch ASICs and subsystems for the storage networking market, to expand our Fibre Channel
product line and paid $298.4 million in cash for all outstanding common stock, preferred stock, and warrants of
Vixel. We also incurred acquisition-related expenses of $6.7 million in cash. In addition, we assumed Vixel’s stock
options outstanding by issuing approximately 2.2 million of our stock options with a fair value of approximately
$47.5 million and kept the original vesting periods for a total acquisition value of $352.7 million. We calculated the
fair value of the 2.2 million stock options issued at the date of acquisition using the Black-Scholes options pricing
model. The operations of Vixel, since its acquisition, are included within the Company’s one operating segment,
networking producis.

Convertible Subordinated Notes Offering

In fiscal 2004, we completed a $517.5 million private placement of 0.25% convertible subordinated notes due
2023 Interest is payable in cash on June 15th and December |5th of each year beginning June 15, 2004, Under the
terms of the offering, the notes will be convertible, at the option of the holder and subject to the satisfaction of
certain conditions detailed in Note 8 to the Consolidated Financial Statements contained herein, into shares of
Emulex common stock at a price of $43.20 per share. We incurred total associated bankers’ fees of $11.6 million,
which were recorded as a reduction of the proceeds from the issuance ot the notes and are being accreted over the
effective life of the notes, as well as approximately $0.7 million of other associated debt issuance costs, which have
been recorded as an asset and are being amortized over the effective life of the notes. Holders of the notes may
require the Company to purchase the notes for cash by giving written notice within the 20 business days prior to
each of December 15, 2006, December 15, 2008, December 15, 2013, or December 135, 2018, or upon a change in
control, The effective life of our 0.25% convertible subordinated notes due 2023 is 3 years, which is the period from
date of issuance of the notes up to the first date that the holders can require us 1o repurchase the notes. As of July 2,
2006, we have approximately $236.0 million face value of 0.25% convertible subordinated notes outstanding,
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Results of Operations for Emulex Corporation and Subsidiaries

The following discussion and analysis should be read in conjunction with the selected consolidated financial data
set forth in Item 6 — “Selected Consolidated Financial Data,” and our Consolidated Financial Statements and notes
thereto included elsewhere in this Annual Report on Form'10-K. All references to years refer to our fiscal years
ended July 2, 2006, Juty 3, 2005 and June 27, 2004, as applicable, unless the calendar year is specified. The
following table sets forth certain financial data for the years indicated as a percentage of net revenues.

Percentage of Net Revenues

2006 2005 2004
Net revenues:
Fibre Channel ... 99.9% 100.0% 99.9%
TP REEWOTKIDIZ ..o oot se s e s em e en e am e cr et bbb rsapabe b s sanas 0.1 — 0.1
L 11 1= S OSSOSO SR UOUPUOPR — — 0.0
Total NEL TEVENUES ..ot e 160.0  100.0 100.0
Cost OF SAlES.....i b b 40.7 41.1 39.3
GOSS PIOTH.cveeeiieiiee et e e s s e e 39.3 58.9 60.7
Operating expenses:
Engineering and development ... 222 213 20.1
Selling and marketing. ... 9.0 87 7.7
General and admMinISIAtIVE.......ocoooveiiieiscirres e e 59 3.1 5.2
Amortization of other intangible assets. ... 27 3.0 2.1
Impairment of GOOAWIll.........c.ocooiiiiieeiee e s — 0.3 160.1
In-process research and development..........ccoviiiic 4.3 — 3.1
Total OPerating EXPeNSES.....ccooi et 44.1 36.4 198.3
Operating income (10S5)......ccouvieiiriiriree b 15.2 22.5 (137.6)
Nonoperating income, net:
INLETEST IMCOIIE ..oooviiiieiieiie ettt e e e e s b e et e e baemsesaesaessaeeamesaeane s raenre e s e emrennrnen 5.2 3.5 25
INEETESE EXPETNSE «.eevvrieieeie ettt et s et e s s e e b s (0.6) (1.0 (1.3)
Gain on repurchase of convertible subordinated notes.................oiins — 5.5 0.7
Other incOmMe (EXPENSE}, NEL..uiiiiiiiieieirins it r e e e et ere e e n e e sme e eaeeaeeas — {0.6) —
Total nONopPerating iNCOME, NEL.......ccuiiuiirecrrereerrt e e b e 4.6 7.3 1.9
Income (loss) before INCOME tAXES ....ooeveiviiriirrri e s 19.8 298 (1357
INCOME tAX PrOVISION ..ottt ettt sre e ee b e b sm s n b s 9.8 10.7 10.4
INEE INCOME (JOSS)...iiiiiiiriiiiieitieeinreieiseesraasassasstssr e s esstessresan e reneseeebesebaeabeeaseesseennessnesanees 10.0% _19.1% (146.1)%

Fiscal 2006 versus Fiscal 2005

Net Revenues. Net revenues for fiscal 2006 increased approximately $27.2 million, or 7%, to approximately
$402.8 million, compared to approximately $375.7 million in fiscal 2005.

From a product line perspective, net revenues generated from our Fibre Channel products in fiscal 2006 were
approximately $402.3 million, an increase of approximately $26.7 million, or 7%, compared to approximately
$375.6 million in fiscal 2003, and represented substantially all of our net revenues. The following chart details our
net revenues by product line in fiscal years 2006 and 2005.
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Net Revenues by Product Line

Percentage of Percentage of  Increase/ Percentage
2006 Net Revenues 2005 Net Revenues _(Decrease)  _ Change
{In thousands) ’
Fibre Channel ... § 402,313 100% § 375,569 100% § 26,744 T%
IP networking ..., 489 — 65 — 424 652%
OthEE ...t 11 — 19 — (8) {42%)
Total net revenues. ........ocveeeveeerrennnens $ 402813 100% § 375,653 100% $ 27,160 _ 7%

Our Fibre Channel products consist of both our LightPulsc and InSpeed products. The increase in our Fibre
Channel products in fiscal 2006 compared to fiscal 2005 was mainly due to an increase of approximately 12% in
units shipped of our LightPulse products and an increase of approximately 45% in units shipped of our InSpeed
products, partially offset by average selling price (ASP) erosion of approximately 6% and 23%, respectively. Our IP
networking products consist of iSCSI and intelligent network products, as well as legacy V1 and cLAN products. We
did not have any revenues generated by the legacy VI and cL.AN traditional networking products in fiscal 2006 as
those products have ail entered end-of-life status,

In addition to direct sales, some of our larger OEM customers purchased or marketed products indirectly through
distributors, resellers or other third parties. If these indirect purchases are purchases of customer-specific models, we
are able to track these sales. However, if these indirect purchases are purchases of our standard models, we are not
able to distinguish them by OEM customer. Customers whose direct net revenues, or total direct and indirect net
revenues (including customer-specific models purchased or marketed indirectly through distributors, resetlers and
other third parties), exceeded 10% of our net revenues in fiscal years 2006 and 2005 were as follows:

Net Revenues by Major Customers

Total Direct

Direct and Indirect

Revenues Revenues(2)

2006 2005 2006 2005
Net revenue percentage(1)

EMUC vttt eaa e - — 23% 20%
Hewlett-Packard .........c.cooooeeeiiiieeeieeeeece 10% 12% 10% 14%
IBM oot 29% 31% 29% 31%

INEO X e 21% 17% — —

(1) Amounts less than 10% are not presented.

(2) Customer-specific models purchased or marketed indirectly through distributors, resellers, and other third parties
are included with the OEM’s revenues in these columns rather than as revenue for the distributors, resellers or
other third parties.

Direct sales to our top 5 customers accounted for approximately 69% of total net revenues for fiscal years 2006
and 2005, and we expect to be similarly concentrated in the future. Qur net revenues from our customers can be
significantly impacted by changes to our customers’ business and their business models,

From a sales channel perspective, net revenues generated from OEM customers were approximately 64% of net
revenues and sales through distribution were approximately 36% in fiscal 2006 which remained similar to net
revenues from OEM customers of approximately 66% and sales through distribution of approximately 34% in fiscal
2005. The following chart details our net revenues by sales channel in fiscal years 2006 and 2005:
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Net Revenues by Sales Channel

Percentage of Percentage of  Increase/  Percentage
2006 Net Revenues 2005 Net Revenues _(Decrease) Change
(In thousands)
OEM ... resc e $ 257,531 64% § 246,869 66% 3% 10,662 4%
DIStIBULION ..cveeee e e 145,071 36% 128,256 34% 16,815 13%
ORET <. r e es e srer s 211 — 528 — (317)  (60%)

Total net revenues.........ccovvverevreceericecac e $ 402813 0% $ 375,653 100% § 27,160 _1%

We believe that our net revenues are being generated primarily as a result of product certifications and
qualifications with our existing and new OEM customers, which take products directly and indirectly through
distribution and contract manufacturers. We view product certifications and qualifications as an important indicator
of future revenue opportunitics and growth for the Company. However, product certifications and qualifications do
not necessarily ensure continued market acceptance of our products by cur OEM customers. It is also very difficult
to determine the future impact, if any, on our revenues of product certifications and qualifications.

In fiscal 2006, domestic net revenues increased by approximately $14.3 million, or 7%, and international net
revenues increased by approximately $12.9 million, or 7%, compared to fiscal 2005. The following chart details our
net domestic and international revenues based on billed to location in fiscal years 2006 and 2005:

Net Domestic and International Revenues

Pereentage of Percentage of  Increase/ Percentage
2006 Net Revenues 2005 Net Revenues _iDecrease) Change
(En thousands)

United States.....oveeeveererceimrerveseeeeen $ 219911 55%  § 205,633 55% § 14,278 T
Pacific Rim countrics.......ccoveveeeeene, S 52,811 13% 56,550 15% (3,739) (7%)
Europe and rest of the world................... 130,091 _32% 113.470 _30% __ 16,621 13%
Total net FeVeNUES....o.ceveveeeceeceeeee $ 402,813 100%  $_375,653 100% $_27,160 1%

We belicve the increases in domestic and international net revenues in fiscal 2006 compared to fiscal 2005 were
principally a function of the overall size of the market for Fibre Channel products. The decline in net revenues for
the Pacific Rim countries and an increase in the Europe and rest of the world net revenues were mainly due to a
change in the bill-to location for one of our key embedded customers. However, as we sell to OEMs and distributors
who ultimately resell our products to their customers, the geographic mix of our net revenues may not be reflective
of the geographic mix of end-user demand or instaliations.

Gross Profit. Cost of sales included the cost of production of finished products, amortization expense related to
core technology and developed technology intangible assets as well as support costs and other expenses related to
inventory management, manufacturing quality, and order fulfillment. Approximately $14.7 million and
$14.8 million of amortization of technology intangible assets were included in cost of sales in fiscal years 2006 and
2005, respectively. Further, approximately S0.8 million and 30.1 million of share-based compensation expense were
included in cost of sales in fiscal years 2000 and 20035, respectively. Gross profit increased approximately
£17.7 million, or 8%, to approximately $238.8 million in fiscal 2006 compared to approximately $221.1 million in
fiscal 2005. The increase in gross profit in fiscal 2006 was mainly due to an increase in net revenues. Gross margin
remained {lat at approximately 59% in fiscal 2006 and (iscal 2005. The Company anticipates gross margin will trend
down over time as faster growing blade servers and embedded products become a bigger portion of our business.

Engineering and Development. Enginecring and development expenses consisted primarily of salaries and
related expenses for personnel engaged in the design, development, and technical support of our products. These
expenses included third-party fees paid to consultants, prototype development expenses, and computer service costs
related to supporting computer tools used in the engineering and design process. Engineering and development
expenses increascd approximately $9.7 million, or 12%, to approximately 389.7 million in fiscal 2006 compared to
approximatcly $80.0 miliion in fiscal 2005. This represents approximately 22% and 21% of net revenues in fiscal
years 2006 and 20035, respectively. The increase was mainly due to an increase in share-based compensation expense
of approximately $7.2 million as a result of adopting SFAS No. 123R at the beginning of fiscal 2006 and a net
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increase in engineering headcount and other engineering expenses of approximately $1.7 million as a result of the
acquisition of Aarohi Communications, Inc. (Azrohi) on May 1, 2006. The Company will continue to invest in
engineering and development activities and anticipates expenditures will continue to grow in this area with the
recent Aarohi acquisition and the pending Sierra Logic acquisition.

Selling and Marketing. Selling and marketing expenses consisted primarily of salaries, commissions, and related
expenses for personnel engaged in the marketing and sales of our products, as well as trade shows, product
literature, promotional support costs, and other advertising related costs, Selling and marketing expenses increased
approximately $3.7 million, or 11%, to approximately 536.2 million in fiscal 2006 compared to approximately
$32.4 million in fiscal 2005. This represents approximately 9% of net revenues in fiscal years 2006 and 2005. The
increase was mainly due to an increase in share-based compensation expense of approximately $3.7 million as a
result of adopting SFAS No. 123R at the beginning of fiscal 2006. The Company will continue to target advertising
and promotions in our new and existing products in an effort to provide overall revenue growth.

General and Administrative. Ongoing general and administrative expenses consisted primarily of salaries and
related expenses for executives, financial accounting support, human resources, administrative services, professional
fees, and other corporate expenses. General and administrative expenses increased approximately $12.0 million, or
104%, to approximately $23.7 million in fiscal 2006 compared to approximately $11.6 million in fiscal 2005. This
represents approximately 6% and 3% of net revenues in fiscal years 2006 and 2005, respectively. The increase was
mainly due to an increase in share-based compensation expense recorded of approximately $5.8 million as a result
of adopting SFAS No. 123R at the beginning of fiscal 2006 and reimbursement of approximately $4.6 million
received from our insurance carriers in fiscal 2005 related to the shareholder litigation settled, which reduced fiscal
2005 general and administrative expenses.

Amortization of Other Intangible Assets. Amortization of other intangible assets included the amortization of
intangible assets such as patents, customer relationships, trade name, and covenants not-to-compelte with estimable
lives. In fiscal year 2006, amortization was for intangible assets related to the acquisition of Aarohi
Communications, Inc. (Aarohi) that was completed during fiscal 2006 and prior acquisitions. In fiscal year 2005,
amortization was for the acquisitions of Vixel Corporation (Vixel) and Giganet, Inc. (Giganet) that were completed
during tiscal years 2004 and 2001, respectively. Amortization of intangibles decreased approximately $0.4 million,
or 3%, to approximately $10.9 million compared to approximately $11.3 million in fiscal 2005. This represents
approximaltely 3% of net revenues in fiscal years 2006 and 2005. The decrease was mainly due to tax adjustments
resulting from exercising of acquisition related non-qualified stock options reducing acquisition related intangible
assets as the acquisition related goodwill had already been impaired in fiscal 2004.

Impairment of Goodwill. As a result of a SFAS No. 142, “Goodwill and Other Intangible Assets” analysis,
inctuding a second step goodwill impairment test, we fully impaired goodwill as of June 27, 2004. In connection
with the preparation of Vixel’s tax return during fiscal 2005, we revised estimates and discovered errors related to
the deferred tax assets of Vixel (acquired in fiscal 2004). These cvents resulted in a revision to Vixel’s purchase
price allocation to decrease net deferred tax assets and increased goodwill, which was impaired in fiscal 2004. This
resuited in a $1.8 million impairment of goodwill charge in fiscal 2005. Additionally, during the preparation of the
fiscal 2005 (ax provision, we discovered errors related to the deferred tax liabilities of Giganet (acquired in fiscal
2001). This resulted in a $0.7 million reduction of the previously recorded goodwill charge of $1.8 million, resulting
in a net goodwill impairment of approximately $1.1 million for fiscal 2005, We do not believe that this $1.1 million
impairment of goodwill is material to fiscal 2004 or to fiscal 2005 operations or financial results. Excluding this
adjustment, net income for fiscal 2005 would have been $72.7 million.

In-Process Research and Development. The in-process research and development expense of approximately
$17.3 million recorded in fiscal 2006 was related to our acquisition of Aarohi in May 2006, There was no in-process
research and development expense for fiscal 2005.

Nonoperating Income, net. Nonoperating income, net consisted primarily of interest income, interest expense and
other non-operating income and expense items such as the gain on the repurchase of convertible subordinated notes.
Nonoperating income, net decreased approximately $8.3 million, or 31%, to approximately $18.8 million in fiscal
2006 compared to approximately $27.1 million in fiscal 2005. The net decrease was mainly due to a net gain on the
partial repurchase of our convertible notes of approximately $20.5 million in fiscal 2005, offset by higher interest
income of approximately $8.0 million due to higher interest rates in fiscal 2006, and lower interest expense of
approximately 51.7 million in fiscal 2006 as a result of the partial repurchase of our convertible notes.
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Income taxes. Income taxes decreased approximately $0.8 million, or 2%, to approximately $39.5 million in
fiscal 2006 from approximately $40.2 million in fiscal 2005. The cffective 1ax rate was approximately 49% and 36%
of income before income taxes in fiscal years 2006 and 2005, respectively. The increase in the etfective tax rate was
mainly due to the nondeductible Aarohi in-process research and development expenses and the increase in
nondeductible share-based compensation expenses in fiscal 2006.

Fiscal 2005 versus Fiscal 2004

Net Revenues. Net revenues for fiscal 2003 increased $11.2 million, or 3%, to $375.7 million, compared to
$364.4 million in fiscal 2004.

On a product line perspective, net revenues generated from our Fibre Channel products in fiscal 2003 were
$375.6 million, an increase of $1 1.7 million, or 3%, compared to $363.9 million in fiscal 2004, and represented
substantially all of our net revenues. The following chart details our net revenues by product ling in fiscal years 20035
and 2004,

Net Revenues by Product Line

Percentage of Percentage of  Increase/  Percentage
2005 Net Revenues 2004 Net Revenues _(Decrease)} Change
(In thousands)

Fibre Channel ...............ccoociiiiiiiiiiinnns S 375,569 100% § 363,871 100% § 11,698 3%
1P networking .......ccovoveeveeeeceeeeeeeee 65 — 529 — (464)  (88%)
OHher ... 19 — 22 _— (3) {14%)
Total Net rEVENUES....ocvvvvererrieriirrrerneerneenns S 375,653 100% 3 364,422 100% S 11,231 3%

We believe that our net revenues from our Fibre Channel products are being generated primarily as a result of our
product certifications and qualifications with OEM customers, which generate both direct OEM saies and indirect
sales through distribution. We view product certifications and qualifications as an important indicator of future
revenue opportunities and growth for the Company. However, product certifications and qualifications do not
necessarily ensure continued market acceptance of our products by our OEM customers. It is also very difficult to
determine the future impact, if any, on our revenues of product certifications and qualifications.

Our IP networking products consist of both our iSCS] products, as well as legacy VI and cLAN products.

In addition to direct sales, some of our larger OEM customers purchased or marketed products indirectly through
distributors, resellers or other third parties. If these indirect purchases are purchases of customer-specific models, we
are able to track these sales. However, if these indirect purchases are purchases of our standard models, we are not
able to distinguish them by OEM customer. Customers whose direct net revenues, or total direct and indirect net
revenues (including customer-specific models purchased or marketed indirectly through distributors, resellers and
other third parties), exceeded 10% of our net revenues in fiscal years 2005 and 2004 were as follows:

Net Revenues by Major Customers

Total Direct

Dircct and Indirect
Revenues Revenues(2)
2005 2004 2005 2004
Net revenue percentage(1)
EMCOC e —_ — 20% 24%
Hewlett-Packard ...........ocooveeeeeiiieeee e 12% 18% 14% 20%
TBM ittt srrrre st st sentaa e eeeeas 31% 24% 31% 24%
e T GO 17% 12% — —

{1) Amounts less than 10% are not presented.

(2) Customer-specific models sold indirectly through distributors, resellers, and other third parties are included with
the OEM’s revenucs in these columns rather than as revenue for the distributors, resellers or other third parties.
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Direct sales to our top 5 customers accounted for approximately 69% of total net revenucs in fiscal 2003
compared to approximately 68% of total net revenues in fiscal 2004. Qur net revenues [rom our customers can be
significantly impacted by changes (o our customers’ business and their business models.

On a sales channel perspective, net revenues generated from OEM customers were approximately 66% of net
revenues and sales through distribution were approximately 34% in fiscal 2005 compared to net revenues from
QEM customers of approximately 64% and sales through distribution of approximately 36% in fiscal 2004. The
following chart details our net revenues by sales channel in fiscal ycars 2005 and 2004:

Net Revenues by Sales Channel

Percentage of Percentage of  Increase/  Percentage
2005 Net Revenues 2004 Net Revenues  _{Decrease) _ Change
(In thousands)
OEM e $ 246,869 66% § 232,739 64% $ 14,130 6%
DHstribution ... 128,256 34% 131,573 36% (3,317 (3%)
QHher 528 - 110 — 418 380%
Total net revenues.............cooeeeveevvcvcvrnenns 3 375,653 100% § 364422 J00% § 11,231 _ 3%

We believe that our net revenues are being generated primarily as a result of product certifications and
qualifications with our existing and new OEM customers, which take product both directly and through distribution.

In fiscal 2005, domestic net revenues increased slightly by approximately $0.2 million, and international net
revenues increased by approximately $11.0 million, or 7%, compared to fiscal 2004, The following chart details our

net domestic and international revenues based on billed to location in fiscal years 2003 and 2004:

Net Domestic and International Revenues

Percentage of Percentage of  Increase/ Percentage
2005 Net Revenues 2604 Net Revenues _{Decrease) Change
. (In thousands)
United States.......ccoooiiniincceeeceeas S 205,633 55% S 205390 56% § 243 —%
Pacific Rim countrieS........coevvvvvcvvennnrrnenns 36,550 15% 36,259 10% 20,291 56%
Europe and rest of the world................... 113,470 _30% 122,773 _34% (9,303) (8%)
Total net revenues. ....ooooeeeiceeeeeeeceeaies $ 375653 100% § 364,422 100%  § 11,231 3%

We believe the increases in domestic and international net revenues were principally a function of the overall size
of the market for Fibre Channcl products and increased market acceptance of our Fibre Channel products. We
believe the increase in international net revenues at a much higher rate than domestic net revenues is due to the
continued increase in market acceptance of Fibre Channel products outside of the United States. However, because
we sell to OEMs and distributors who ultimately resell our products to their customers, the geographic mix of our
net revenues may not be reflective of the geographic mix of end-user demand or installations.

Gross Profit. Cost of sales included the cost of production of finished products, amortization expense related to
core technology and developed technology as well as support costs and other expenses related to inventory
management, manufacturing quality, and order fulfillment. Approximately $14.8 mllion and $11.5 million of
amortization of technology intangible assets were included in cost of sales in fiscal years 2005 and 2004,
respectively. Further, approximately $0.1 million of share-based compensation expense was included in cost of sales
in fiscal year 2005 while approximately $0.9 miltion of retention bonuses for terminated employees related to the
Vixel acquisition and amortized deferred stock-based compensation expenses was recorded in fiscal 2004, In fiscal
2005, gross profit remained flat at approximately $221.1 million for fiscal years 2005 and 2004, Gross margin
decreased slightly to approximately 59% in fiscal 2005 from approximately 61% in fiscal 2004 due in part to a
$2.0 million benefit to cost of sales resulting from the sale of previously-reserved inventory related to our 1 Gb/s
products in fiscal 2004. There was no such reduction to cost ol sales in fiscal 2005. The inventory reserve was
initially recorded during the first quarter of fiscal 2002.
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Engineering and Development. Enginegering and development expenses consisted primarily of salaries and
related expenses for personnel engaged in the design, development and technical support of our products. These
expenses included third-party fees paid to consultants, prototype development expenses and computer services costs
related to supporting computer tools used in the engineering and design process. Engineering and development
expenscs were approximately $80.0 million and approximately $73.2 million in fiscal years 2005 and 2004,
representing approximately 21% and 20% of net revenues in fiscal years 2005 and 2004, respectively. Engineering
and development expenscs increased by approximately $6.8 million, or 9%, in fiscal 2005 compared to fiscal 2004,
This increase was primarily due to the inclusion of the engineering and development expenses associated with our
acquisition of Vixel for all of fiscal 2005 versus only a part of the corresponding period of fiscal 2004. Since we
completed our integration of Vixel’s day-to-day operations during the 3 months ended March 28, 2004, we no
longer separately track former Vixel operations. However, the expenses associated with the former Vixel operations
were estimated to account for approximately $3.6 million of the overall $6.8 million increase. The remaining
increase was due to our continued investment in our storage networking infrastructure product development.
Engineering and development expenses included approximately $1.4 million and approximately $2.4 million of
amortized deferred stock-based compensation expenses for fiscal years 2005 and 2004, respectively.

Selling and Marketing. Selling and marketing expenses consisted primarily of salaries, commissions and related
cxpenses for personnel engaged in the marketing and sales of our products, as well as trade shows, product
literature, promotional support costs and other advertising-related costs. Selling and marketing expenses were
approximately $32.4 million and $28.0 million in fiscal years 2005 and 2004, representing 9% and 8% of net
revenues, respectively. Selling and marketing expenses increased by approximately $4.4 million, or 16%, in fiscal
2005, compared to fiscal 2004. This increase was partially due to the inclusion of the selling and marketing expenses
associated with our acquisition of Vixel for all of fiscal 2005 as opposed to a portion of fiscal 2004, As discussed
previously, we no longer track former Vixel operations separately. However, the expenses associated with the
former Vixel operations were estimated to account for approximately $1.1 million of the overall $4.4 million
increase in selling and marketing expenses. Additionally, due to our increased focus on expanding sales and
advertising programs during fiscal 2005, seliing and marketing expenses related to personnel and advertising and
other promotions for fiscal 2005 increased by approximately $1.7 million and approximately $0.7 million,
respectively, compared to fiscal 2004. Selling and marketing expenses included approximately $0.9 million and
approximately $2.3 million of amortized deferred stock-based compensation expenses for the fiscal years 2005 and
2004, respectively. As a portion of selling and marketing expenses, such as selling and marketing employees’ base
compensation and amortized deferred stock-based compensation expense, is not driven directly by increases or
decreases in net revenues, the expenses fluctuate as a percentage of net revenues.

General and Administrative. Qngoing general and administrative expenses consisted primarily of salaries and
related expenses for executives, financial accounting support, human resources, administrative services, professional
fees and other corporate expenses. General and administrative expenses were approximately $11.6 million and
approximately $18.8 million in fiscal years 2005 and 2004, representing 3% and 5% of net revenues, respectively.
General and administrative expenses for fiscal 2005 included a $4.6 million reduction related to reimburserment
received from our insurance carriers during the period, in excess of our receivable. This reimbursement was
primarily related to the shareholder litigation settled and recorded as general and administrative expense in fiscal
2003. General and administrative expenses for fiscal 2005, excluding this $4.6 million insurance reimbursement,
would have been $16.2 million, or 4% of net revenues, compared to approximately $18.8 million, or 5% of net
revenues, for fiscal year 2004, This would represent a decrease of approximately $2.6 million in fiscal 2005
excluding the insurance recovery, compared to fiscal 2004, Similar 1o other operating expenses, we no longer track
former Vixel operations separately. However, the expenses associated with the former Vixel operations are
estimated to account for approximately $0.9 million of the decrease in general and administrative expenses, as the
majority of the general and administrative costs of Vixel were redundant with the general and administrative costs of
Emulex Corporation prior to the acquisition. Additionally, general and administrative expenses related to legal fees,
insurance, and personnel costs decreased by approximately $0.8 million, $0.4 miilion, and $0.3 million,
respectively, in fiscal 2005 compared to fiscal 2004. For fiscal 2005, general and administrative expenses included
approximately $1.6 million of amortized deferred stock-based compensation expenses. For fiscal 2004, general and
administrative expenses included approximately $1.9 miltion of retention bonuses for terminated employees related
to the Vixel acquisition and amortized deferred stock-based compensation expenses.
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Amortization of Other Intangible Assets. Amortization of other intangible assets included the amortization of
intangible assets such as patents, customer relationships, trade name, and covenants not-to-compete with estimable
lives. In fiscal years 2005 and 2004, amortization was for intangible assets related to the purchase of Vixel which
was completed during fiscal 2004, and the purchase of Giganet, completed during fiscal 2001. The approximate
$3.7 million increase in amortization of intangibles to approximately $11.3 million in fiscal 2005 from
approximately $7.6 million in fiscal 2004 was due to the addition of amortization related to the Vixel acquisition and
the purchase of the technology assets of Trebia for all of fiscal 2005 as compared to a portion of fiscal 2004.
Amortization of intangibles represented approximately 3% and 2% of net revenues in fiscal years 2005 and 2004,
respectively.

Impairment of Goodwill. On June 30, 2004, we announced that tepid demand experienced in the fourth fiscal
quarter of 2004 from 2 of our customers resulted in lower than expected revenue, earnings and cash flows in the
fourth fiscal quarter of 2004 and was expected to result in lower sequential revenue, earnings and cash flows in the
first fiscal quarter of 2005. These events and circumstances resulted in a subsequent drop in our stock price, which
indicated a potential impairment might have occurred. As a result, we conducted a SFAS No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets,” analysis, as well as a SFAS No. 142, “Goodwill and Other
Intangible Assets,” analysis, including a second step goodwill impairment test. The results of the SFAS No, 144
analysis indicated that our long-lived assets were not impaired. However, the SFAS No. 142 analysis indicated that
goodwill was impaired. This determination was made at the reporting unit level and consisted of 2 steps. First, the
fair value of our only reporting unit was determined, based on a market approach, and compared to its carrying
amount. Next, as the carrying amount exceeded the fair value, the second step of SFAS No. 142 was performed. The
implied fair value of goodwill was determined by allocating the fair value in a manner similar to a purchase price
allocation, in accordance with SFAS No. 141, “Business Combinations.” As a result of this SFAS No. 142 analysis,
we recognized a $583.5 million charge for goodwill impairment during fiscal 2004. After recording this impairment
charge, there was no goodwill remaining on our balance sheet as of June 27, 2004. In connection with the
preparation of Vixel’s tax return during fiscal 2005, we revised estimates and discovered errors related to the
deferred tax assets of Vixel {acquired in fiscal 2004). These events resulted in a revision to Vixel’s purchase price
allocation to decrease net deferred tax assets and increase goodwill, which was impaired in fiscal 2004, This resulted
in a $1.8 million impairment of goodwill charge in fiscal 2005. Additionally, during the preparation of the fiscal
2005 tax provision, we discovered errors related to the deferred tax liabilities of Giganet (acquired in fiscal 2001),
This resulted in a $0.7 million reduction of the previously recorded goodwill charge of $1.8 million, resulting in
goodwill impairment of $1.1 million for fiscal 2005. Had these items been recorded in fiscal 2004, our net loss
would have been $1.1 million higher, or $533.4 million, instead of $532.3 million. We do not believe that this
$1.1 million impairment of goodwill is material to fiscal 2004 or to fiscal 2005 operations or financial results.
Excluding this adjustment, net income for fiscal 2005 would have been $72.7 million,

In-Process Research and Development Expense. The in-process research and development expense of
approximately $11.4 million, or 3% of net revenues, recorded in fiscal 2004 was related to our acquisition of Vixel
in November 2003. There was no in-process research and development expense for fiscal 2005,

Nonoperating Income, net. Nonoperating income, net consisted primarily of interest income, interest expense and
other non-operating income and expense items such as the gain on the repurchase of convertible subordinated notes.
In fiscal 2005, our nonoperating income increased by approximately $20.0 million to approximately $27.1 million,
from nonoperating income of approximately $7.2 million in fiscal 2004. The increase was due primarily to an
increase in the net overall gain on the repurchase of convertible subordinated notes by approximately $17.8 million
to approximately $20.5 miltion in fiscal 2003, from approximately $2.7 million in fiscal 2004. Additionally, interest
income increased by approximately $4.0 million to approximately $13.1 million in fiscal 2005 from approximately
$9.1 million in fiscal 2004, primarily due to the receipt of approximately $0.3 million of interest related to an
insurance reimbursement, higher overall balances of cash and investments, and some improvement in interest rates.
Further, as a result of the lower amount of convertible subordinated notes outstanding during fiscal 2005 compared
to fiscal 2004 due to the repurchase of the convertible subordinated notes during fiscal 2005, interest expense
decreased by approximately $0.6 million to approximately $4.2 million in fiscal 2005 from approximately
$4.8 million in fiscal 2004. :
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Income taxes. In fiscal 2005, income taxes increased approximately $2.2 million 10 approximately $40.2 million
from approximately $38.1 million in fiscal 2004. In fiscal 2004, we recorded a net loss before income taxes of
approximately $494.3 million, which included goodwill impairment of approximately $583.5 million. Even though
we had a loss before income taxes, we recorded income tax expense of approximately $38.1 million in fiscal 2004,
as the goodwill impairment and in-process research and development charges were not deductible for tax purposes.
Excluding the goodwill impairment and in-process rescarch and development charges in fiscal 2004, income tax
expense would have been approximately 38% of income before taxes compared 10 36% in fiscal 2003, The
difference in the fiscal 2005 tax rate and the fiscal 2004 tax rate was primarily due to a reduction of state tax
expense. Income taxes represented 11% and 10% of net revenues in fiscal years 2005 and 2004, respectively.

Critical Accounting Policies

The preparation of the financial statements requires estimation and judgment that affect the reported amounts of
net revenucs, expenscs, assets, and liabilities in accordance with accounting principles generally accepted in the
United States. We basc our estimates on historical experience and on various other assumptions that we believe to be
reasonable under the circumstances and which form the basis for making judgments about the carrying values of
assets and liabilities. Critical accounting policies are defined as those that are reflective of significant judgments and
uncertainties, and could potentially result in materially different results under different assumptions and conditions.
If these estimates differ significantly from actual results, the impact to the financial statements may be material.

We believe the following are critical accounting policies and require us to make significant judgments and
estimates in the preparation of our consolidated financial statements: revenue recognition; warranty; allowance for
doubtful accounts; intangibles and other long-lived assets; inventories; income taxes, and stock-based compensation
previously discussed.

Revenue Recognition. We generally recognize revenue at the time of shipment when title and risk of loss have
passed, evidence of an arrangement has been obtained, pricing is fixed or determinable, and collectibility has been
reasonably assured. We make certain sales through 2 tier distribution channels and have various distribution
agreements with selected distributors and Master Value Added Resellers (collectively the Distributors). These
distribution agreements may be terminated upon written notice by either party. Additionally, these Distributors are
gencrally given privileges to return a portion of inventory and to participate in price protection and cooperative
marketing programs. Therefore, we recognize revenue on our standard products sold to our Distributors based on
data received from the Distributors and management’s estimates to approximate the point that these products have
been resold by the Distributors. OEM-specific models sold to our Distributors are governed under the related OEM
agreements rather than under these distribution agreements. We recognize revenue at the time of shipment to the
Distributors when title and risk of loss have passed, evidence of an arrangement has been obtained, pricing is fixed
or determinable, and collectibility has been reasonably assured. Additionally, we maintain accruals and allowances
for price protection and various other marketing programs. Moreover, we account for these incentive programs in
accordance with Emerging Issues Task Force (EITF) Issue No. 01-09, “Accounting for Consideration Given by a
Vendor to a Customer (Including a Reselier of the Vendor’s Products).”” Accordingly, we classify the costs of these
programs based on the identifiable benefit received as either a reduction of revenue, a cost of sale, or an operating
expense.

Warranty. We provide a warranty of between | and 5 years on our products. We record a provision for estimated
warranty related costs at the time of sale based on historical product return rates and management’s estimates of
expected future costs to fulfill our warranty obligations. We evaluate our ongoing warranty obligation on a quarterly
basis.

Allowance for Doubtful Acconnts. We maintain an allowance for doubtful accounts based upon historical write-
offs as a percentage of net revenues and management’s review of outstanding accounts receivable. Amounts due
from customers are charged against the allowance for doubtful accounts when management believes that
collectibility of the amount is unlikely. Although we have not experienced significant losses on accounts receivable
historically, our accounts receivable are concentrated with a small number of customers. Consequently, any write-
off associated with onc of these customers could have a significant impact on our allowance for doubtful accounts
and results of operations.
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Intangibles and Other Long-Lived Assets. Intangibles resulting from the acquisitions of Aarohi Communications,
Inc. (Aarohi), Vixel Corporation (Vixel) and Giganet, Inc. (Giganet) and the purchase of the technelogy assets of
Trebia Networks, Inc. (Trebia) are carried at cost less accumulated amortization. For assets with determinable useful
lives, amortization is computed using the straight-line method over the estimated economic lives of the respective
intangible assets, ranging from 3 months to 7 years. Furthermore, periodically we assess whether our long-lived
assets including intangibles, should be tested for recoverability whenever events or circumstances indicate that their
carrying value may not be recoverable. The amount of impairment, if any, is measured based on fair value, which is
determined using projected discounted future operating cash flows. Assets to be disposed of are reported at the
fower of the carrying amount or fair value less selling costs.

Inventories. Inventories are stated at the lower of cost on a first-in, first-out basis or market. We use a standard
cost system for purposes of determining cost. The standards are adjusted periodically to ensure they represent actual
cost. We regularly compare forecasted demand and the composition of the forecast against inventory on hand and
open purchase commitments in an effort to ensure the carrying value of inventory does not exceed net realizable
value. Accordingly, we may have to record reductions to the carrying value of excess and obsolete inventory if
forecasted demand decreases.

fncome Taxes. We account for income taxes using the asset and liability method, under which we recognize
deferred tax assets and liabilities for the future tax consequences attributable to temporary differences between the
financial statement carrying amounts of existing assets and liabilities and their respective tax bases and for net
operating loss and tax credit carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates
expected to apply to taxable income in the years in which those temporary differences are expected to be recovered
or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the
period that includes the enactment date. We regularly review historical and anticipated future pre-tax results of
operations to determine whether we will be able to realize the benefit of our deferred tax assets. A valuation
allowance is required to reduce the potential deferred tax asset when it is more likely than not that all or some
portion of the deferred tax asset will not be realized due to the lack of sufficient taxable income. As of July 2, 2006,
we have a valuation allowance of approximately $0.9 million established against capital loss carryforwards. The
Company establishes reserves for tax contingencies that reflect its best estimate of deductions and credits that may
not be sustained.

Stock-Based Compensation. Effective July 4, 2005, we account for our stock-based awards to employees and
non-employees using the fair value method as required by Financial Accounting Standards Board's (FASB)
Statement of Financial Accounting Standards (SFAS) No. 123R, “Share-Based Payment” (SFAS No. 123R). We are
using the modified prospective transition method that provides for only the current and future period stock-based
awards to be measured and recognized at fair value. SFAS No. 123R establishes standards for the accounting for
transactions in which an entity exchanges its equity instruments for goods or services. It also addresses transactions
in which an entity incurs liabilities in exchange for goods or services that are based on the fair value of the entity’s
equity instruments or that may be settled by the issuance of those equity instruments. Accordingly, stock-based
compensation cost is measured at grant date, based on the fair value of the award, and is recognized as expense over
the requisite service period. The measurement of stock-based compensation cost is based on several criteria
including, but not limited to, the valuation model used and associated input factors such as expected term of the
award, stock price volatility, dividend rate, risk free interest rate, and award forfeiture rate. The input factors to use
in the valuation model are based on subjective future expectations combined with management judgment. If there is
a difference between the forfeiture assumptions used in determining stock-based compensation costs and the actual
forfeitures, which become known over time, the Company may change the input factors used in determining stock-
based compensation costs. These changes may materially impact the Company’s results of operations in the period
such changes are made. Please see Notes | and 11 in the accompanying Notes to Consolidated Financial Statements
contained elsewhere herein for additional information and related disclosures.

Liguidity and Capital Resources
At July 2, 2006 we had approximately $405.0 million in working capital and approximately $598.4 million in
cash and cash equivalents, current investments, and long-term investments. For the 3 fiscal years ended July 2, 2006,

we have primarily funded our cash needs from operations. Additionally we issued convertible subordinated notes in
fiscal 2004, as discussed in more detail below. As part of our commitment to the growth and diversification of
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storage networking infrastructure solutions, we have created and are currently executing a 4 point plan, which is
described in the Executive Overview above. These strategies may resull in additional acquisitions, investment into
research and development activities, increased capital expenditures related to engineering and test equipment, and
hiring of additional engineering talent.

On August 29, 2006, as part of our 4 point plan, the Company announced it would acquire Sierra Logic Inc.
(Sierra Logic), a privately held designer of semiconductors for storage networking equipment located in Roseville,
California, for up to approximately $180 million in cash, assumed debt, assumed stock options, and employee equity
incentive compensation, The transaction is expected to close on or near September 30, 2006, subject to certain
closing conditions.

In addition, subsequent to fiscal 2006, the Company invested approximately $5.0 million in an early stage,
privately held, company in the storage networking industry.

We believe that our existing cash and cash equivalents balances, investments and anticipated cash flows from
operating activities will be sufficient to support our working capital needs, capital expenditure requirements, debt
obligations, and our acquisition strategy for at least the next 12 months. Specifically, we believe our cash and
investment resources will enable us to repay our outstanding convertible notes with a face value of approximately
$236.0 millien as of July 2, 2006, which we may be required to purchase for cash from the holders as early as
December 2006, and to close our potential acquisition of Sierra Logic on or near September 30, 2006. We currently
do not have any outstanding lines of credits.

Cash provided by operating activities during fiscal 2006 was approximately $§110.7 million compared to fiscal
2005 of approximately $151.0 million, The reduction in cash provided by operating activities was primarily a result
of reduced net income adjusted for non-cash items and changes in working capital items in the 2006 consolidated
balance sheet. Accounts and other receivables accounted for a $26.5 million reduction in cash flows from
operations, The higher accounts and other receivables balance at July 2, 2006 resulted from the timing of revenue
and collections. [nventories accounted for a $18.4 million increase in cash flows from operations, primarily as a
result of increased inventory purchases by our EMS providers purchasing of raw maicrials directly, instead of us.
Accounts payable and accrued liabilitics accounted for a $23.2 million reduction in cash flows from operations. The
lower accounts payable balance at July 2, 2006 was a result of changes in our inventory model and timing of the
payments. The cash provided by operating activities in fiscal 2004 was primarily from the net loss of approximately
$532.3 million, adjusted for non-cash reconciling items, the most significant of which was the approximately
$583.5 million impairment of goodwill.

Investing activities used approximately $23.9 million of cash during fiscal 2006 compared to cash provided of
approximately $43.7 million during fiscal 2005. Net investing activities for fiscal 2006 were unfavorably impacted
by the purchase of Aarohi Communications, Inc. (Aarohi) in May 2006 for approximately $34.8 million, and higher
maturities of investments net of purchases of approximately $32.6 million in the current fiscal year. In fiscal 2004,
investing activities used approximately $315.3 million of cash and cash equivalents due primarily to the purchase of
Vixel Corporation (Vixel}.

Cash provided by financing activities during fiscal 2006 was approximately $17.1 million compared to cash used
during fiscal 2005 of approximately $266.6 million. The primary difference being the $273.5 million repurchase of
convertible subordinated notes in fiscal 2005. Financing activities provided approximately $291.9 million of cash
and cash equivalents in fiscal 2004. This increase in cash and cash equivalents in fiscal 2004 compared to 2005 was
primarily due to our net proceeds from the issuance of 0.25% convertible subordinated notes of approximately
$505.2 million offset by the repurchase of 1.75% convertible subordinated notes spending approximately
$185.6 million and the repurchase of approximately 1.5 million shares of common stock for approximately
$40.5 million.

During 2004, we completed a $517.5 million private placement of 0.25% contingently convertible subordinated
notes due in 2023. Interest is payable in cash on June 15th and December 15th of each year beginning June 15,
2004. Under the terms of the offering, the notes will be convertible, at the option of the holder and subject to the
satisfaction of certain conditions detailed in Note 8 to the Consoclidated Financial Statements contained herein, into
shares of Emulex common stock at a price of $43.20 per share. Holders of the notes may require us to purchase the
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notes for cash by giving written notice within the 20 business days prior to each of December 15, 2006,
December 15, 2008, December 15, 2013, or December 15, 2018, or upon a change in control. As of July 2, 2006,
there were convertible subordinated notes outstanding with a face value of approximately $236.0 million that, if
converted, would result in the issuance of approximately 5.5 million shares. As of July 2, 2006, none of the
Company’s convertible notes were authorized for repurchase.

We have entered into various agreements for purchases of inventories. As of July 2, 2006, our purchase
obligation associated with inventories was approximately $17.8 miliion.

We have disclosed outstanding legal proceedings in Item 3 and in Note 10 to our Consolidated Financial
Statements, both included in this Annual Report on Form 10-K. Currently, we believe the final resolution of
outstanding litigation will not have a material adverse effect on the Company’s liquidity or capital resources.

The following summarizes our contractual obligations as of July 2, 2006, and the effect such obligations are
expected to have on our liquidity in future periods:

Payments Duc by Period

Less
than 1-3 4-5 After 5
Total 1 Year(2) Years(d) Years(d) _Years

{In thousands)

Convertible subordinated notes and interest(1} ....cccoovvveerennnne $ 236,295 § 236,295 § — 5 — % —
L BASES <ottt ettt ee e et aaen 12,411 2,452 4454 4,616 889
Inventory purchase COMMIMENTS ....coovoeereiieiieeeecee e 17,843 17,843 — — —
Other COMMITMENIS ...........oooito ettt 1,766 1,766 — — —
TOHAL 1 ve ittt et ettt e et e e s $ 268,315 258356 § 4454 § 4616 § 889

{1) The remaining principal payment related to the outstanding 0.25% private placement of approximately
$236.0 million was shown as a payment in the period for the fiscal year ending July 1, 2007 above as holders of
these 20 year notes may require us to purchase the notes for cash by giving us written notice as early as 20
business days prior to each of December 135, 2006, December 15, 2008, December 15, 2013, and December 15,
2018.

(2) Fiscal year ending July 1, 2007.
(3) Fiscal years ending June 29, 2008 and June 2§, 2009.
(4) Fiscal years ending June 27, 2010 and June 26, 2011.

Item 7A. Qualitative and Quantitative Disclosures about Market Risk,

Interest Rate Sensitivity

As of July 2, 2006, our investment pertfolic consisted primarily of fixed income securities, excluding those
classified as cash and cash equivalents, of approximately $374.2 million (see Note 3 to the Consolidated Financial
Statements), We have the positive intent and ability to hold these securities to maturity. Currently, the carrying
amount of these securities approximates fair market value. However, the fair market value of these securities is
subject to interest rate risk and would decline in value if market interest rates increased. 1f market interest rates were
to increase immediately and uniformly by 10% from the levels existing as of July 2, 2006, the decline in the fair
value of the portfolio would not be material to our financial position, results of operations and cash flows. However,
if interest rates decreased and securities within our portfolio matured and were re-invested in securities with lower
interest rates, interest income would decrease in the future.

As of July 2, 2006, we have approximately $236.0 million face value 0.25% convertible subordinated notes
issued and outstanding. The fair value, based on quoted market prices, of our 0.25% convertible subordinated notes
at July 2, 2006, was approximately $228.9 million. The fair value of these notes may increase or decrease due to
various factors, including fluctuations in the market price of our common stock, fluctuations in market interest rates
and fluctuations in general economic conditions.
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Item 8B, Financial Statements and Supplementary Data.

The information required by this [tem 1s included herein as part of Part IV — Item 15(a) Financial Statements and
Schedules of this Annual Report on Form 10-K,

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

None.

Ttem 9A. Controls and Procedures.

Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures to ensure that information we are required to disclose
in reports that we file or submit under the Sccurities Exchange Act of 1934, as amended (Exchange Act) is recorded,
processed, suntnarized and reported within the time periods specified in Securities and Exchange Commission rules
and forms. Our management evaluated, with the participation of our Chief Executive QOfficer and our Chief
Financial Officer, the cffectiveness of our disclosure controls and procedures, as such term is defined under
Rule 13a-15(e) promulgated under the Exchange Act, and to ensure that information required 1o be disclosed is
accumulated and communicated to our management, including our principal executive and financial officers, as
appropriate to allow timely decisions regarding required disclosure. Based on this evaluation, our Chief Executive
Officer and our Chief Financial Officer have concluded that our disclosure controls and procedures were effective as
of July 2, 2006.

Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as defined in Rule 13a-15(f) promulgated under the Exchange Act. Internal control over financial
reporting is designed to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposcs in accordance with generally accepted accounting
principles. Because of its inherent limitations, internal control over financial reporting may net prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subjcct to the risk that
controls may become madequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

Our management evaluated the cffectivencss of our internal control over financial reporting using the criteria set
forth by the Committee of Sponsoring Organizations of the Treadway Commission in Inrernal Control — Integrated
Framework. Based on our evaluation, our management concluded that our internal control over financial reporting
was effective as of July 2, 2006.

Emulex Corporation acquired Aarohi Communications, Inc. (Aarohi), on May 1, 2006, and management
excluded from its assessment of the effectiveness of Emulex Corporation’s internal control over financial reporting
as of July 2, 2006, Aarohi’s internal control over financial reporting associaled with total assets of $20,333,000 and
total revenues of $29,000 included in the consolidated financial statements of Emulex Corporation and its
subsidiaries as of and for the year ended July 2, 2006.

The independent registered public accounting firm that audited the consolidated financial statements included in
this annual report has issued an attestation report on management’s assessment of the Company’s internal control
over financial reporting. See page 46 herein.

Changes in Internal Control Over Financial Reporting

There were no changes in our internal controls over financial reporting, as defined in Rule 13a-15(f) promulgated
under the Exchange Act, that occurred during the fourth quarter of fiscal 2006 that has materially affected, or is
reasonably likely to materially affect, our internal control over financial reporting.

Item 9B. Other Information.

None.
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PART 111

Item 10. Directors and Executive Officers of the Registrant.

There is incorporated herein by reference the information required by this Item in the Company’s definitive proxy
statement for the 2006 Annual Meeting of Stockholders, which will be filed with the Securities and Exchange
Commission no later than 120 days afier the close of the year ended July 2, 2006. See Part [, Item 1 — “Executive
Officers of the Registrant™ for information regarding the executive and certain other officers of the Company or its
principal operating subsidiaries.

We have adopted the Emulex Corporation Business Ethics and Confidentiality Policy (the Code of Ethics), a code
of ethics that applics to all of our directors and officers, including our Chief Executive Officer, President, Chief
Financial Officer, Corporate Controller, and other {inance organization employees. This Code of Ethics is publicly
available on our website at www.emulex.com. If we make any substantive amendments to the Code of Ethics or
grant any waiver, including any implicit waiver, from a provision of the Code of Ethics to our Chief Executive
Officer, President, Chief Financial Officer or Corporate Controller, we will disclose the nature of such amendment
or waiver on that website or in a report on Form 8§-K.

Item 11. Executive Compensation.

There is incorporated herein by reference the information required by this Item in our definitive proxy statement
for the 2006 Annual Mecting of Stockholders that will be filed with the Securities and Exchange Commission no
later than 120 days after the close of the fiscal year ended July 2, 2006.

Item 12. Security Ownership of Certain Beneficial Owners and Management.

There is incorporated herein by reference the information required by this Item in our definitive proxy statement
for the 2006 Annual Mecting of Stockholders that will be filed with the Securities and Exchange Commission no
later than 128 days after the close of the fiscal year ended July 2, 2006.

Securities Authorized for Issuance Under Equity Compensation Plans

The following table gives information about our common stock that may be issued upon the exercise of options,
warrants and rights under all of our equity compensation plans as of July 2, 2006.

Number of securities
remaining available

Number of securities for Muture issuance
to be issued upon Weighted-average under equity
exercise of exercise price of compensation plans
outstanding options, outstanding options, (excluding securities
Plan Category warrants and rights _warrants and rights _related in column (a})
(a) 1LY (c)
Equity compensations plans approved by
security holders( 1) s 13,301,468 $23.23 2,695,767(4)
Employee stock purchase plan approved by
security holders(2) . ... — — 1,021,332
Equity compensations plans not approved by
security holders{3) ... 1,311,414 $10.19 641,112
Tl ceceic e e 14,612,882 $22.06 4,358,211

(1) Consists of the Emulex Corporation Employee Stock Option Plan, the Emulex Corporation 2005 Equity
Incentive Plan, the Emulex Corporation 2004 Employee Stock Incentive Plan, and the Emulex Corporation 1997
Stock Option Plan for Non-Employee Directors.

{2) The Emulex Employee Stock Purchase Plan enables employees to purchase our common stock at a 15% discount
to the lower of market value at the beginning or end of each 6 month offering period. As such, the number of
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shares that may be issued during a given 6 month period and the purchase price of such shares cannot be
determined in advance. See Note 11 to our Consolidated Financial Statements.

(3) Consists of the Aarohi Communications Inc. {Aarohi) 2001 Stock Option Plan, the Vixel Corporation (Vixel)
2000 Non-Officer Equity Incentive Plan, the Vixel Corporation 1999 Equity Incentive Plan, the Vixel
Corporation Amended and Restated 1995 Stock Option Plan, and the Giganet, Inc. {Giganet) 1995 Stock Option
Plan. Options issued under these plans were converted into options to purchase Emulex Corporation common
stock as a result of the acquisitions of Aarohi, Vixel, and Giganet.

(4) Includes net restricted stock granted of 303,000 shares that are not deemed 1ssued for accounting purposes until
vested.

Item 13. Certain Relationships and Related Transactions.

There is incorporated herein by reference the information required by this Item in our definitive proxy statement
for the 2006 Annual Meeting of Stockholders that will be filed with the Securities and Exchange Commission no
later than 120 days after the close of the fiscal year ended July 2, 2006.

Item 14. Principal Accountant Fees and Services.

There is incorporated herein by reference the information required by this Item in our definitive proxy statement
for the 2006 Annual Meeting of Stockholders that will be filed with the Securities and Exchange Commission no
later than 120 days after the close of the fiscal year ended July 2, 2006.

PART IV
Item 15. Exhibits and Financial Statement Schedules.
(@} Financial Statements and Schedules

1. Consolidated Financial Statements

The consolidated financial statements listed in the accompanying Index to Consolidated Financial
Statements and Schedule are filed as part of this report.

2. Financial Statement Schedule

The financial statement schedule listed in the accompanying Index to Consolidated Financial
Statements and Schedule is filed as part of this report.

3. Exhibits
See Item 15(b) below.
(B) Exhibits

See Exhibit Index attached to this report and incorporated herein by this reference.
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EMULEX CORPORATION AND SUBSIDIARIES

ANNUAL REPORT — FORM 10-K
Items 8, 15(a)(1) and 15(a)(2)
Index to Consolidated Financial Statements and Schedule
July 2, 2006, July 3, 2005, and June 27, 2004
(With Report of Independent Registered Public Accounting Firm Thercon)

Page Number
Consolidated Financial Statements

Reports of Independent Registered Public Accounting Firm ......o.ovvvevvcvncenc e 45
Consolidated Balance Sheets — July 2, 2006, and July 3, 2005 ... 47
Consolidated Statements of Operations — Years ended July 2, 2006, July 3, 2005, and June 27,

ZOO ettt et e£ £t oAt s eafee e et et e st en et e et erfeenee e e e anena e e eaneen 48
Consolidated Statements of Stockholders’ Equity and Comprehensive Income (Loss) — Years ended

July 2, 2006, July 3, 2005, and June 27, 2004 ... e e 49
Consolidated Statements of Cash Flows — Years ended July 2, 2006, July 3, 2003, and June 27,

2004ttt Rt £t e Aotk eE et k€A et ek e eme e et et h et et b e et nteene 50
Notes to Consolidated Financial Statements ..o e 51
Schedule
Schedule [T — Valuation and Qualifying Accounts and ReSEIrves ..o 75

Ali other schedules are omitted because the required information is not applicable or the information is presented
in the consolidated financial statements or notes thereto.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Emulex Corporation:

We have audited the accompanying consolidated balance sheets of Emulex Corporation and subsidiaries as of
July 2, 2006 and July 3, 2005, and the related conselidated statements of operations, stockholders’ equity and
comprehensive income (loss), and cash flows for each of the years in the three-year period ended July 2, 2006. In
connection with our audits of the consolidated financial statements, we also have audited the financial statement
schedule of valuation and qualifying accounts and reserves. These consolidated financial statements and financial
statement schedule are the responsibility of the Company’s management. Our responsibility is to express an opinion
ont these consolidated financial statements and financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all matenal respects, the
financial position of Emulex Corporation and subsidiaries as of July 2, 2006 and July 3, 2003, and the results of their
operations and their cash flows for each of the years in the three-year period ended July 2, 2006, in conformity with
U.S. generally accepted accounting principles. Also in our opinion, the related financial statement schedule, when
considered in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material
respects, the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Emulex Corporation’s internal control over financial reporting as of July 2,
2006, based on criteria established in Inrernal Control — Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COS0), and our report dated September 14, 2006,
expressed an unqualified opinion on management’s assessment of, and the effective operation of, internal control
over financial reporting,

/s KPMG LLP

Costa Mesa, California
September 14, 2006
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Emulex Corporation:

We have audited management’s assessment, included in Management’s Report on Internal Control Over
Financial Reporting appearing under Item 9(A), that Emulex Corporation maintained effective internal control over
tinancial reporting as of July 2, 2006, based on criteria established in fnfernal Controi — Integrated Framework
issued by the Commitiee of Sponsoring Organizations of the Treadway Commission (COS0O). Emulex Corporation’s
management is responsible for maintaining effective internal control over financial reporting and for its assessment
of the effectiveness of internal control over financial reporting. Our responsibility is to express an opinion on
management’s assessment and an opinion on the effectiveness of the Company’s internal control over financial
reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Qversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in atl material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepled accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, management’s assessment that Emulex Corporation maintained effective internal control over
tinancial reporting as of July 2, 2006, is fairly stated, in all material respects, based on criteria established in fnternal
Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COS0). Also, in our opinion, Emulex Corporation maintained, in all material respects, effective
internal control over financial reporting as of July 2, 2006, based on criteria established in /nternal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission

(COSO).

Emulex Corporation acquired Aarohi Communications, Inc. (Aarohi) on May 1, 2006, and management excluded
from its assessment of the effectiveness of Emulex Corporation’s internal control over financial reporting as of
July 2, 2006, Aarohi’s internal control over financial reporting associated with total assets of $20,333,000 and total
revenues of $29,000 included in the consolidated financial statements of Emulex Corporation and its subsidiaries as
of and for the year ended July 2, 2006. Our audit of internal control over financial reporting of Emulex Corporation
also excluded an evaluation of the internal control over financial reporting of Aarohi.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the consolidated balance sheets of Emulex Corporation and subsidiaries as of July 2, 2006 and
July 3, 2005, and the related consolidated statements of operations, stockholders’ equity and comprehensive income
(loss), and cash tlows for each of the years in the three-year period ended July 2, 2006, and our report dated
September 14, 2006, expressed an unqualified opinion on those consolidated financial statements.

/s KPMG LLP

Costa Mesa, California
September 14, 2006

46




EMULEX CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
July 2, 2006 and July 3, 2005

2006 2005
(In thousands,
except share data)

ASSETS
Current assets:

Cash and cash eqUIVAIEIES .........cccviiiiiieis i s s e s srssna s e s assarararnens $ 224292 § 120,317
IIVESTITIENES <oooiieiiiiiiteeesesseeeseeseeesemeseesnretssssneseseneeeaaasesssaamsasssasnessasnsesssaanmessoesmmnnesanan 367,054 346,675

Accounts and other receivables, net of allowance for doubtful accounts of $1,908
and $1,919 in 2006 and 2005, respectively ... 61,362 47,730
IOVENUOTIES, FIET ceeeeei e e e onee e vt sesaassasossassssassasan s sabasassnressssnns 22,414 36,266
Prepaid @XPEMSES ...o.iiiiiiiiisiieeiiicciie et s cta e s e s csesests s tsa e s e e e nnranresents e be e e in g e s beeengeenres 4618 4,508
Deferred INCOME TAXES ..ottt s ias st e e erae e st e s sraea st eesneesareesnennnres 27.814 28.961
TOtal CUITERE ASSEES ..ccvvvvireeveiisrierrirerirrrrrrrrsrrreriressrreerieessaseemsnessasassaessasassneesas 707,554 584,457
Property and eqQUIPIMEN, NEL......ccccciveeeeretiiee e es 66,951 65,976
IIVESIITIEIIES ..o vee ittt ee et ee et e e e e e s e e e e s s et e e e e e s teesse s aessanmeeeesetsbesesabesesetnsssssassnsnnasssn 7,103 54,936
Intangible assets, NEL...........ccciiiiriirieer et s sanesaae s 77,765 95,806
Deferred INCOME LAXES .......covivvreererererrrreererrreee s e esnee s beesnessabeesseeesbeeeanesabeeeanesseseeansn 352 —
L 18 1 1= g LT OO O U U U ST RO S ST T O T USSP OO U SO YU TSNP SU SO ORTUUPPRTOTT 432 606
TOLAL ASSEES ..oceviieiereii st ee e e sre e e et esn e s s e tn e s s b e e bne s s b e e et e s b e e eae et et e e ehet e e beeeaneeaateeeaan $..860,157 § 801,781

Current liabilities:

ACCOUNLS PAYADLE ...t b s ab e $ 17847 § 29,778
ACCTUEd HADILILIES L.vvviciiieecriieiriecieeieieeie et esre s e sne e sae e s e sre s s e e srresaesresnesanentens 21,910 21,505
INCOME tAXES PAYADLE L..ooiieie ettt s n e n e bbbt senaee 27,630 25,361
Convertible subordinated NOLES ..........cocivviveriiiiiirererrrerrre s eere s e e ne st esne s seeeennas 235177 —
Total CUrrent Habillties ....oooocee ettt esir e e e s e aa e s s me e s s b e e s sanes 302,564 76,644
Convertible SUBOIAINAted NOTES ...v.ovivivesvirisvrerscraeraesse s ese e se e e esee e e e e e seesee s e sneeseeeananees e 233,382
Other THADIItIES ......iieciis e ersine s e e s e esbne s sabeeraee e sbeesaee s s beeenneeeameernans 680 283
Deferred INCOME LAKES ... ..cooiieiiieeceeeceeeee e e eete e et eeee e et eeeneesebaeatstesaberebssa st sessnsaaabaenias — 13.881
TOtAl LIABIIITIES. ... vt creeiesiceesimresieeriaesssrersrars s b e e sree s semeeeanmeebeeesaseseesaabasnsaesans 303,244 324.190
Commitments and contingencies (Notes 10 and 12) ... — —

Stockholders® equity:

Preferred stock, $0.01 par value; 1,000,000 shares authorized {150,000 shares
designated as Series A Junior Participating Preferred Stock); none issued and

OULSTANAINE ...t et et e st e st e s s e sae s raesn e sae e sre e s e e s e et aeressesraenreens — —
Common stock, $0.10 par value; 240,000,000 shares authorized; 84,455,809 and
83,201,002 issued and outstanding in 2006 and 2005, respectively.........ccoceivnenene 8,446 8,320
Additional paid-in capital ... 979,893 944,545
ACCUMUIALEA BEFICHE +1vv v vvvererererereeeeeree e eeeeeeeeeeeoeseeee oo eeeeeeeeseeesesseresseee s eesesensen (431,416)  (471,867)
Accumulated other comprehensive 1oss ................. ettt e e s e (10) —
Deferred cOmPensation. ... ..o erinirerreseereresserionserensossesesressssesssseeesscseeacesens — (3.407)
Total stockholders’ equity ........oocooiiiiie e 556,913 477.591
Total Liabilities and Stockholders” EQUity . ....c.ooieorooiiieieeeeeeeee e S 860,157 § 801,781

See accompanying Notes to Consolidated Financial Statements.
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EMULEX CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
Years Ended July 2, 2006, July 3, 2005, and June 27, 2004

2006 2005 2004
(In thousands, except per share data)
INEE TEVEIIUES ..o e e e e e e e e e e e $ 402,813 § 375653 § 364,422
oSt O SALES..ootiieece e ettt e 163,993 154,530 143,299
1088 PrOfI ot 238,820 221,123 221,123
Operating expenses:
Engineering and development............ccocvevvverivcrcreveriscvesrsesesrse e 89,669 79,971 73,211
Selling and Marketing. ..o 36,169 32,441 28,035
General and admMiniSIAtIVE . ......c.oiiiiiiiiiiiiii s iressnb e s ese ettt eae 23,680 11,636 18,815
Amortization of other intangible assets............ccoooiiiininiicniicneeee 10,944 11,314 7,597
Impairment of goodwill ..o — 1,096 583,499
In-process research and development ..o 17,272 — 11.400
Total OPCrating EXPEISES ... ioeieee ettt ae e a e e eaene 177,734 136.458 722,557
Operating iNCOME {(J088)...ouvteiiiiiiiierce e 61,086 84.665 (501.434)
Nonoperating income, net:
INEEIESE INCOIMIE ..ottt b s 21,150 13,106 9,149
INEETESE EXPEMSE ..oviiiiaiiiiieieece et etre et sstemee e eae e eeeeeae s e ebeeseeneas (2,494} (4,202} (4,734)
Gain on repurchase of convertible subordinated notes.............oo.ocvevvvveens — 20,514 2,670
Other INCOME (EXPENSE), NME..eiviirirreiriciireiirisierisrsrssssesssesissrersrerrrnsesssns 173 (2,273) 109
Total nonoperating INCOME, NEL..........covveririieriirierireneeeeee e e eaeemaeeas 18,829 27.145 7.174
Income (loss) before iNCOME tAXES ..ot 79915 111,810 (494,260)
INCOME LAX PTOVISION c.evviuiiietirieetie et e e as e e e e eaaastess st s ess et s ssesnansans 39.464 40,221 38,062
NEt INCOME (JOSS) cunniiiieiiie e cte st ee e e e e e e e aneeeeennes $._40451 5_ 71,589 §_(532322)
Net income (loss) per share:
B aSE .ttt ettt ettt ettt an $ 0.48 086 $ (6.47)
DAlULEA ....ceeeeiiriete e sersese st et b e re et b e e be s e s b e nenaene $ 0.46 080 3 (6.47)
Number of shares used in per share computations:
BaSIC 1uveveieteeeeeeeseree e e e ee e e e s e et e st eeee e e en et e et et e et eneaeeanaateentereoteeeeaesensateineas 83,920 82,819 82,293
DHTULEA oottt ettt et e ettt nmnesnennnneaseenea 91,259 92,970 82,293

See accompanying Notes to Consolidated Financial Statements,
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EMULEX CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS” EQUITY
AND COMPREHENSIVE INCOME (LOSS)
Years ended July 2, 2006, July 3, 2005, and June 27, 2004

Accum-
ulated Gther Total
Additional Deferred Accum- Compre- Stock-
Common Stock Paid-In Com- ulated hensive holders®
Shares Amount Capital pensation Deficit Loss Equity
{In thousands, except share data)
Balance at June 29, 2003... 82,465,813 § 8247 % 907,976 % (3,159 § {11,134) 5 — $ 901,930
Net 1088 oo — — — — (532,322) — (532,322)
Options issued and deferred
compensation related to
purchase of Vixel
COorporation. ..o —_— — 47,538 (13.926) — — 33,612
Amortization of deferred
compensation................... — — — 6.822 — — 6.822
Reversal of deferred
compensation due to
employee terminations..... — — (2,509) 2,509 — — —
Exercise of stock options.... 1,284,754 128 11,096 — —_ — 11,224
Tax benefit from exercise
of stock options ............... — — 9,529 — — _ 9,529
Repurchase of common
SLOCK v (1,500,000) {150} (40,350} — — — (40,500)
Issuance of common stock
under employee stock
purchase plan............c..... 163,278 16 2,843 — — — 2859
Balance at June 27, 2004.... 82,413,845 8241 936,123 (7.754) {543,456) _ 393,154
Net INCome ..o — — — — 71,589 — 71,589
Amortization of deferred
COMPENSALION. ....c.cvveveene. — — — 3,984 — —_ 3984
Reversal of deferred
compensation due to i
employee tenninations..... — — {363) 363 — — —
Exercise of stock options.... 530,565 53 4391 — — — 4,444
Tax benefit from exercise
of stock options ............... — — 1.882 —_ — — 1,882
Issuance of common stock
under employee stock
purchase plan........nnn. 256,592 26 2,512 — — — 2,538
Balance at July 3, 2005 ...... 83,201,002 8320 944,545 (3.407) (471,867) —_ 477,591
Nelincome...coooovevcniieenns — — — — 40,451 — 40,451
Foreign currency
translation adjustment...... — — — — — {10) 10)
Comprehensive income....... — — — — — — 40,441
Reclassification of deferred
compensation upon
adoption of
SFAS No. 123R e — — (3.407) 3407 — — —
Share-based compensation
BXPENSE enremrecerierirenn o — — 21,453 —_ — — 21,453
Options issued to purchase
Aarohi Communications,
Inc., net of securities
registration cosis.............. — — 910 — — — 910
Exercise of stock options.... 1,046,804 105 9,886 — — — 9,991
Tax benefit from exercise
of stock options ............... — —_ 3,347 — — .- 3,347
Issuance of common stock
under employee stock
purchase plan.........c.cc...... 208,003 21 3,159 e — — 3,180

Balance at July 2, 2006 ...... §4455809 § _R446 S 979893 § — 5 (431416) §_(10) & 556,913

See accompanying Notes to Consolidated Financial Statements.
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EMULEX CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
July 2, 2006, July 3, 2005, and June 27, 2004

Cash flows from operating activitics:
NEL INCOME (LOSS) vttt et et et st b bt e 445t en s ere et enee e e e eeee e
Adjusl_m'c'nls to reconcile net income (toss) to net cash provided by operating
activities:
Depreciation and amortization of property and equUiPMENt........c.cv e
Amortization of discount on convertible subordinated Notes ...c.....cecvcvocereeviceeccee e,
Gain on repurchase of convertible subordinated notes...............

Litigation sctilements, net of INSUMINCE TECOVETIES .ovvciiosrer v ecrees e es s erarsaen s
Share-based cOMPENSALON CXPCNSE ..ottt eeee e emeeeeen
Amortization of other intangible ASSe1S..........cocooiiiiiicieeree e e
Impairment of goodWill ..ot
Impairment of strategic investment and related note receivable.
In-process rescarch and development eXpense ...oo.oooeci e
Loss on disposal of properly and cquipiment ...
Deferred iNCOME TAXES oot b e e
Tax benefit from exercise of SI0CK OPUONS....covvivcviceeeiiecceee et
Excess tax benefits from share-based compensation ...
Allowance for doubtful accounts ... e
Changes in assets and liabilities;

Accounts and other receivables. .

TIVRITOTIES .. cce et e et b et n bbb ben

Prepaid expenses and Other 888e15..........coovcemricnne e

Accounts payable and accrued Labilitics ......oovoveiineieeee e,

Reimbursement for (payment of) litigation SERICMENts ........ccooooevercieereeereceesre e

IRCome taXes Payable. ...ttt

Net cash provided by operating activitics...c...c.cciiieeiieien e s s
Cash flows from investing activitics:

Net proceeds from saie of property and equipment

Additions (0 property and eqUIPIMICI ..o seeressemes s e snscseses s
Net decrease in restricted cash related 10 cORStrUCtion eSCrOW 3CCOUM ......co..vovvvieereeennn.,
Payments for purchase of Vixel Corporation, net of cash acquired .......o.co.ocooevoeiceiecennee.
Payments for purchase of the technology assets of Trebia Networks, Inc. oo,
Paymenis for purchase of Aarohi Communications, Inc., net of cash acquired .

Purchases of INVESEMENES. ........cc.ccocoiiiiirnnss st s smte s smse s s ses e ren e
Net cash provided by (used in} investing activities ...........coovvreverrcsiemrieesecrsrecre s,

Cash flows from financing activities:

Repayment of short term indebtedness, notes payable and capital 1eases ...o.vovrviiiiininnnnns

Proceeds from short term indebtedness ...

Proceeds from tssuance of common stock under stock plans.........covvivveeeivere e

Repurchase of common StOcK..........ocooovicirinrv e,

Net proceeds from issuance of 0.25% convertible subordinated notes

Repurchase of convertible subordinated notes.. ..o oo
Excess tax benefits from share-based compensation eXpense........o.o.vveeveieevcieeesier e
Net cash provided by (used in} financing GCUVIEES........ccovvveoeviemeie e

Effect of exchange rates on cash and cash equivalents...

Net increase (decrease) in cash and cash equivalents ..o

Cash and cash cquivalenis at beginning of Year..........ovecveveciovereeciecieeeeeeeeeeeee e cen e
Cash and cash cquivalents at end O Year. ...t

2006 2005 2004
(In thousands)
$ 40,451 $ 71,589 § (532,322)
16,346 14,932 12,442
1,795 2,827 2,024
— (20,514) (2,670)
—_ (4.649) 698
21,318 3984 6,822
25,691 26,162 19,093
— 1.096 583,499
—_ 2,265 —
17,272 — 11,400
50 86 83
(125) 10,168 15,820
— 2,581 9,529
(3,961) — —_
— — 141
(13,346) 13,225 (8,809)
13.987 (4.431) (19,436)
360 (695) 4,791
(15,357} 7.888 3.021
— 9,052 (31,506)
6,230 15,451 3.976
110,711 151,17 78,596
98 42 53
(16,644) (16,466} (48,418)
— 23 9319
— — (294,729)
- e (2,094)
(34,.816) — —
(2.384.576) (725,929) {402,118)
2412073 786,057 422,704
{23.865) 43.727 £315.283)
— — (175,300)
— — 174,000
13171 6,982 14,083
— — {40.500)
— — 505.179
— (273,546} (185,609)
3.961 — —
17.132 (266.564) 291.853
3 — —
103,975 (71.820) 55,166
120,317 192,137 136.971
3 224292 § 120317 S 192,137

See accompanying Notes to Consolidated Financial Statements.
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EMULEX CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Note 1 Summary of Significant Accounting Policies
Description of Business

Emulex Corporation (Emulex or the Company), a Delaware corporation, designs and develops a broad range of
advanced storage networking infrastructure solutions spanning host bus adapters (HBAs), embedded storage
switches, input/output controllers (IQCs), and intelligent network processors. HBAs are the data communication
products that ¢nable servers to connect to storage networks by offloading communication-processing tasks as
information is delivered and sent to the storage network. Embedded storage switches and 10Cs are deployed inside
storage arrays, tape libraries, and other storage appliances, delivering improved performance, reliability, and storage
connectivity. Intelligent network processors are deployed within fabric-based switches, storage application services
modulces, storage area network (SAN) appliances, storage bridges, and storage arrays, providing a high-perfoimance
processing platform for specialized siorage applications and other high speed computer network applications.

Principles of Consolidation

The consolidated financial statements include the accounts of Emulex Corporation, and its wholly owned
subsidiaries. All significant intercompany balances and transactions have been eliminated in consolidation. On
May 1, 2006, the Company acquired Aarohi Communications, Inc. (see Note 2).

Basis of Presentation

The Company’s fiscal year ends on the Sunday nearest June 30. Fiscal year 2006 was comprised of 52 weeks and
ended on July 2, 2006. Fiscal years 2005 and 2004 were comprised of 53 and 52 weeks, and ended on July 3, 2005,
and June 27, 2004, respectively.

Certain reclassifications have been made to prior year amounts to conform to current year’s presentation.
Use of Estimates

The preparation of the consolidated financial statements, notes, and related disclosures in conformity with
U.S. generally accepted accounting principles requires management to make a number of estimates and assumptions
relating to the reported amount of assets and liabilities, and the disclosure of contingent assets and liabilities at the
date of the consolidated financial statements and the reported amounts of revenues and expenses during the period.
Estimates are used for, but not limited to, the useful life and carrying amount of property and equipment and
intangibles; deferred taxes and any associated valuation allowances; allowances for doubtful accounts and product
returns; inventory valuation; investment impairment charges; stock-based compensation; warranty and other accrued
liabilities; cost of an acquired entity and allocation of purchase price. Actual results could differ materially from
management’s estimates.

Foreign Currency Transiation

The functional currency of the Company’s India subsidiary is the local country’s currency. Assets and liabilities
of the India operations are translated into U.S. dollars at the exchange rate at the balance sheet date, whereas
revenues and expenses are translated into U.S. dollars at the average exchange rate for the reporting period.
Translation adjustments are included in accumulated other comprehensive loss and realized transaction gains and
losses are recorded in the results of operations.
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EMULEX CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
Cash Equivalents

The Company classifies highly liquid debt instruments, excluding corporate bonds and commercial paper with
original maturities of 3 months or less, and deposits in money market funds, as cash equivalents. The carrying
amounts of cash and cash equivalents approximate their fair values.

Investments

The Company determines the appropriate balance sheet classification of its investments in debt securities based
on maturity date at the time of purchase and evaluates the classification at each balance sheet date. Debt securities
are classified as held 1o maturity as the Company has the positive intent and ability to hold the securities to maturity.
Held to maturity securities are stated at amortized cost plus accrued interest. The amortized cost of debt securities is
adjusted for amortization of premiums and accretion of discounts to maturity value. Such amortization and accretion
are included in interest income. The Company’s investments in debt securities are diversified among high credit
quality securities in accordance with the Company’s investment policy.

From time to time, the Company makes equity investments in non-publicly traded companies, where the
Company is unable to exercise significant influence over the investee. These investments are accounted for under
the cost method. Under the cost method, investments are carried at cost and are adjusted for other-than-temporary
declines in fair value, distributions of earnings, or additional investments. The Company monitors its investments
for impairment on a quarterly basis and makes appropriate reductions in carrying values when such impairments are
determined to be other-than-temporary. Impairment charges are included in other income (expense), net on the
Consolidated Statements of Operations. Factors used in determining an impairment include, but are not limited to,
the current business environment including competition and uncertainty of financial condition; going concern
considerations such as the rate at which the investee utilizes cash, and the investee’s ability to obtain additional
financing. As of July 2, 2006, and July 3, 2005, the carrying values of the Company’s equity investments in non-
publicly traded companies were zero. During 20035, the Company made a $1.5 million investment in a non-publicly
traded company and issued this same company a note in the amount of $0.8 million. Both the investment and the
note were subsequently impaired in 2005,

Additionally, in accordance with Financial Accounting Standards Board’s (FASB) Statement of Financial
Accounting Standards (SFAS) No. 95, “Statement of Cash Flows,” not all investments that qualify as cash
equivalents are required to be treated as cash equivalents. Pursuant to the Company’s investment policy, the
Company classifies all corporate bonds and commercial paper with original maturities of 3 months or less as short-
term investments.

Accounts Receivable

Accounts receivable are recorded at the invoiced amount and do not bear interest. Amounts collected on accounts
receivable are included in net cash provided by operating activities in the accompanying consolidated statements of
cash flows. The Company maintains an allowance for doubtful accounts for estimated losses resulting from the
inability of the Company’s customers to make requested payments based upon historical write-offs as a percentage
of net revenues and management’s review of outstanding accounts receivable. Amounts due from customers are
charged against the allowance for doubtful accounts when management believes the collectibility of the amount is
unlikely. Although the Company has not experienced significant losses on accounts receivable historically, its
accounts receivable are concentrated with a small number of customers. Consequently, any write off associated with
one of these customers could have a significant impact on the Company’s allowance for doubtful accounts. The
Company does not have off balance sheet credit exposure related 1o its customers.

Inventories
Inventories are stated at the lower of cost or market on a first-in, first-out basis. The Company uses a standard
cost system for purposes of determining cost. The standards are adjusted periodically to approximate actual cost.

The Company regularly compares forecasted demand and the composition of the forecast for its products against
inventory on hand and open purchase commitments to ensure the carrying value of inventories does not exceed net
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EMULEX CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

realizable value. Accordingly, the Company may have to record reductions to the carrying value of excess and
obsolete inventories if forecasted demand decreases.

Property and Equipment

Property and equipment are stated at cost. Depreciation is calculated using the straight-line method over
estimated useful lives of 4 to 39 years for buildings, building improvements and land improvements, 2 to 7 years for
production and test equipment, and 2 to 10 years for furniture and fixtures. Leasehold improvements are amortized
using the straight-line method over the shorter of remaining lease term or estimated useful life of the asset.

Long-Lived Assets

The Company applies SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,” under
which the recoverability of long-lived assets, including property and equipment, is assessed by determining whether
the carrying value of an asset can be recovered through projected undiscounted future operating cash flows over its
remaining life whenever events or changes in circumstances indicate that the Company may not be able to recover
the asset’s carrying value. The amount of impairment, if any, is measured based on fair value, which is determined
using projected discounted future operating cash flows. Assets to be disposed of are reported at the lower of the
carrying amount or fair value less selling costs.

Intangible Assets, Net

Intangibles resulting from the acquisition of Aarohi Communications, Inc. (Aarohi), Vixel Corporation (Vixel)
and Giganet, Inc. (Giganet) and the purchase of the technology assets of Trebia Networks, Inc. (Trebia), are carried
at cost less accurnulated amortization. For assets with determinabie useful lives, amortization is computed using the
straight-line method over the estimated economic lives of the respective intangible assets, ranging from 3 months to
7 years. The Company adopted SFAS No. 142, “Goodwill and Other Intangible Assets,” effective July 1, 2002, and
no longer amortizes goodwill and other intangibles that have indeterminate useful lives. In accordance with
SFAS No. 142, goodwill and other intangibles that have indeterminate lives will be tested for impairment based on
discounted cash flows and market capitalization at least annually, but also on an interim basis if an event or
circumstance indicates that it is more likely than not that an impairment loss has been incurred (substantially all
goodwill was impaired in fiscal 2004). Furthermore, periodically the Company assesses whether its long-lived assets
including intangibles, should be tested for recoverability whenever events or circumstances indicate that their
carrying value may not be recoverable.

Revenue Recognition

The Company generally recognizes revenue at the time of shipment when title and risk of loss have passed,
evidence of an arrangement has been obtained, pricing is fixed or determinable at the date of sale, and collectibility
is reasonably assured. The Company makes certain sales through 2 tier distribution channels and has various
distribution agreements with selected distributors and Master Value Added Resellers (collectively, the Distributors).
These distribution agreements may be terminated upon written notice by either party. Additionally, these
Distributors are generally given privileges to return a portion of inventory and to participate in price protection and
cooperative marketing programs. Therefore, the Company recognizes revenue on its standard products sold to its
Distributors based on data received from the Distributors and management’s estimates to approximate the point that
these products have been resold by the Distributors. Original Equipment Manufacturer (OEM) specific models sold
to the Company’s Distributors are governed under the related OEM agreements rather than under these distribution
agreements, the Company recognizes revenue at the time of shipment to the Distributors when title and risk of loss
have passed, evidence of an arrangement has been obtained, the fee is fixed or determinable, and collectibility is
reasonably assured. Additionally, the Company maintains accruals and allowances for price protection and
cooperative marketing programs. Moreover, we account for these incentive programs in accordance with Emerging
Issues Task Force (EITF) Issue No. 01-09, “Accounting for Consideration Given by a Vendor to a Customer
(Including a Reseller of the Vendor's Products).” Accordingly, the Company classifies the costs of these programs
based on the identifiable benefit received as either a reduction of revenue, a cost of sale, or an cperating expense.
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EMULEX CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Furthermore, the Company provides a warranty of between 1 to 5 years on its products. The Company records a
provision for estimated warranty related costs at the time of sale based on historical product return rates and
management’s estimates of expected future costs of fulfilling warranty obligations. The Company evaluates its
ongoing warranty obligation on a quarterly basis.

Reseuarch and Development

Rescarch and development costs, including costs related to the development of new products and process
technology, are expensed as incurred.

Advertising Expenses

Advertising costs are expensed as incurred. Advertising expenses amounted 1o approximately $5.5 million,
$5.7 million, and $4.8 million for fiscal years 2006, 2005, and 2004, respectively.

Income Taxes

The Company accounts for income taxes using the asset and liability method, under which deferred tax assets and
liabilities are recognized for the future tax consequences attributable to temporary differences between the financial
statement carrying amounts of existing assets and liabilitics and their respective tax bases and operating loss and tax
credit carryforwards. Deferred tax assets and liabilitics are measured using enacted tax rates expected to apply to
taxablc income in the ycars in which those temporary differences are expected 1o be recovered or settled. The effect
on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. The Company regularly reviews historical and anticipated future pre-tax results of operations to
determine whether the Company will be able to realize the benefit of its deferred tax assets. A valuation allowance is
required to reduce the potential deferred tax asset when it is more likely than not that all or some portion of the
potential deferred tax asset will not be realized due to the lack of sufficient taxable income. The Company
establishes reserves for tax contingencics that reflect its best estimate of deductions and credits that may not be
sustained.

Net Income (Loss) per Share

Basic net income (loss) per share is computed by dividing net income (loss) by the weighted average number of
common shares outstanding during the period. Diluted net income (loss) per share is computed by dividing adjusted
net income (loss) by the weighted average number of common shares outstanding during the period increased to
include, if dilutive, the number of additional common shares that would be outstanding if the dilutive potential
contmon shares from stock option plans and convertible subordinated notes had been issued. The dilutive effect of
outstanding stock options is reflected in diluted net income per share by application of the treasury stock method.
The dilutive effect of convertible subordinated notes is reflected in diluted net income per share by application of the
if-converted method.

Supplemental Cash Flow Information

Non-cash investing and financing activities:

2006 2005 2004
(In thousands)

Capital expenditures included in the accounts payable balance on the
Company’s Consolidated Balance Sheet ..o, $2.217 — —

Cash paid during the year for:

2006 2005 2004
(In thousands)
INECTESE c.oeoe ettt set et e st e s e tanna e e sreree e e nnanen $ 597 $ 1,282 52,888
INCOIME LAXES 1. ereirrir e eeieie sttt e e e e v es e e eerreesrreesnrees 33,985 12,527 9,387
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EMULEX CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)
Comprehensive Income (Loss)

Comprehensive income (loss) represents the net change in stockholders’ equity during a period from sources
other than transactions with stockholders and, as such, includes net income and other specified components. For the
Company, the only compenent of Comprehensive income {loss), other than net income (loss), is the change in the
cumulative foreign currency translation adjustments recognized in stockholders’ equity.

Stock-Based Compensation

In December 2004, the FASB issued SFAS No. 123R, “Share-Based Payment.” SFAS No. 123R requires that the
compensation cost related to share-based payment transactions, measured based on the fair value of the equity or
liability instruments issued, be recognized in the financial statements. The adoption of SFAS No. 123R is required in
fiscal years beginning after June 15, 20035,

Effective July 4, 2005, the Company adopted SFAS No. 123R, and related guidance, using the modified
prospective transition method which provides for only the current and future period stock-based awards to be
measured and recognized at fair value. Previously, benefits of tax deductions in excess of recognized compensation
costs were reported as operating cash flows. As a result of the adoption of SFAS No. 123R, such tax benefits are
reported as a financing cash inflow rather than as an operating cash inflow.

The fair value of each stock option award is estimated on the date of grant using the Black-Scholes option pricing
model (Black-Scholes modet) based on the market price of the underlying common stock as of the date of grant, the
expected term, stock price volatility, and expected risk-free interest rates. Expected volatilities are based on
methodologies utilizing equal weighting involving both historical periods equal to the expected term and implied
volatilities based on traded options to buy the Company’s shares,

The Black-Scholes model, as well as other currently accepted option valuation models, was developed to estimate
the fair value of freely-tradable, fully-transferable options without vesting restrictions, which significantly differ
from the Company’s stock option plans. These models require highly subjective assumptions, including future stock
price volatility and expected time until exercise, which greatly affect the calculated fair value on the grant date as
well as the market price of the underlying common stock as of the date of grant and expected risk-free interest rates.

In fiscal years 2005 and 2004, the Company accounted for its stock-based awards to employees using the intrinsic
value method under APB Opinion No. 25, “Accounting for Stock Issued to Employees” and related Interpretations.
Stock-based awards to non-employees, if any, were recorded using the fair value method.

Fair Value of Financial Instruments

Management believes the fair values of certain of the Company’s financial instruments, including cash and cash
equivalents, accounts receivable, investments, accounts payable, and accrued liabilities approximate carrying value.
As of July 2, 2006, the Company had $236.0 million face value 0.25% convertible subordinated notes issued and
outstanding. The fair value, based on quoted market prices, of the Company’s 0.25% and convertible subordinated
notes at July 2, 2006, was $228.9 million, The fair value of these notes may incrcase or decrease due to various
factors, including fluctuations in the market price of the Company’s commeon stock, fluctuations in market interest
rates and fluctuations in general economic conditions.

Business and Credit Concentrations

Financial instruments that potentially subject the Company to concentrations of credit risk consist ptimarily of
cash and cash equivalents, short-term and long-term investments, and accounts receivable. Cash, cash equivalents,
and investments, both short-term and long-term, are primarily maintained at 3 major financial institutions in the
United States. Deposits held with banks may exceed the amount of insurance provided on such deposits, if any. The
Company principatly invests in U.S. Government Agency securities and corporate bonds and limits the amount of
credit exposure to any one entity.
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The Company sells its products to OEMs and distributors in the computer storage and server industry.
Consequently, the Company’s net revenues and accounts receivable are concentrated. Direct sales to the Company’s
top 5 customers accounted for 69%, 69% and 68% of total net revenues in fiscat years 2006, 2005, and 2004,
respectively. The tevel of sales to any single customer may vary and the loss of any one of these customers, or a
decrease in the level of sales to any one of these customers, could have a material adverse impact on the Company.
Furthermore, although the Company sells to customers throughout the world, sales in the United States and Europe
accounted for approximately 85% of the Company’s net revenues in fiscal year 2006, and the Company expects for
the foreseeable future, these sales will account for the substantial majority of the Company’s revenues. Sales to
customers are denominated in U.S. dollars. Consequently, the Company believes its foreign currency risk is
minimal. The Company performs ongoing credit evaluations of its customers’ financial condition and generally
requires no collateral from its customers. The Company maintains an allowance for doubtful accounts. Historically,
the Company has not experienced significant losses on accounts receivable.

Additionally, the Company currently relies on single and limited supply sources for several key components used
in the manufacturing of its products. Also, the Company relies on 4 Electronics Manufacturing Services (EMS)
providers for the manufacturing of its products. The inability or unwillingness of any single and limited source
suppliers or the inability or unwillingness of any of the Company’s EMS provider sites to fulfill supply and
production requirements, respectively, could materially impact future operating results..

Segment Information

The Company applies SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information.”
SFAS No. 131 uses the “management” approach to determine segments of an enterprise. The management approach
is based on the method by which management organizes its operating segments within the enterprise. Operating
segments, as defined by SFAS No. 131, are components of an enterprise for which separate financial information is
available and is evaluated regularly by the Chief Operating Decision Maker in deciding how to allocate resources
and in assessing performance. SFAS No. 131 also requires disclosures about products and services, geographic
areas, and major customers. The Company operates in one operating segment, networking products, for purposes of
SFAS No. 131.

Recently Issued Accounting Standards

In June 2006, the FASB issued FASB Interpretation (FIN) No. 48, “Accounting for Uncertainty in Income
Taxes.” FIN No. 48 clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial
statements in accordance with SFAS No. 109, “Accounting for Income Taxes.” Generally, it prescribes a recognition
threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken
or expecled to be taken in a tax return. It also provides guidance on de-recognition, classification, interest and
penalties, accounting in interim periods, disclosure, and transition. FIN No. 48 is effective for fiscal years beginning
after December 15, 2006. The Company is in the process of studying the potential financial impact from the
adoption of FIN No. 48.

Note 2 Business Combinations
Acquisition of Aarohi Communications, Inc.
On May 1, 2006, the Company acquired 100% of Aarohi Communications, Inc. (Aarohi), a supplier of intelligent
data center networking products with principal product development facilities located in San Jose, California and
Bangalore, India. The acquisition of Aarohi further differentiates and expands Emulex’s product portfolio to serve

the 10 Gb/s data center networking and intelligent storage platforms market segments, which include storage
virtualization. On May 2, 2006, Aarohi Communications, Inc. was renamed Emulex Communications Corporation,
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The Company has paid approximately $34.8 million, net of cash received, for Aarohi, as follows (in thousands):

CASH CONBIAETALION ..ottt e et e e s ee s besso e vssntesabe e sesaaasenaseesameeenbne e s b e sttt aenbessnersrnnsernrnnsnnen $ 34,316
DITECE ACQUISTLION COSES L.utv ittt bbb st e bbb 739
SECUTIties TEZISITATION COBES ..uiriierrirearer vt inte e b b et s sd e an et as e cec e e 23
TOUA] CASH PAL....v e 35,078
LeSS CaSH FECEIVE....uiieiiiiirierrreeeeeie et et eneeeneesteernassa s s e as s as s e sessrad s ae e s ae e aenrn s ean s ean e bn s ks st s et e eateenns {262)
Cash paid, net of cash reCeived ... $ 34816

The total purchase price for Aarchi was approximately $43.6 million, including cash paid, contingent
consideration, assumed stock options and restricted stock awards, as follows (in thousands):

CaSH COMSIUETALION - oo oo eeeee et et erte e e s et ve e e etestesaesseeemeernbebstessaesa e s e e s e e r e e reeerransssasssasennnansnens $ 34,316
DHIECE ACGUISTIION COSLS Lvviriririisist st e e oo b s s e e e s 739
SCCUNItIES TEZISITATION COSIS ... v vitiieieresitiiesi et ers s ie et et sa s s s et s e e e ng s enem b 23
Fair value of stock OPHONS aSSUMEM Loo.ievr it e e e e eone 1,935
Fair value of restricted stock granted ..o 5,529
Contingent consideration (ROt yet paid) ..o 1,027

TOtal PUFCRASE PIICE....evivetirrescecee ettt e bbb 3 43,569

The Company issued approximately 307,500 unvested shares (restricted stock), which will vest over the next
3 years. A portion of the vesting of thesc unvested shares will be accelerated if certain performance targets are met.
Furthermore, if these performance targets are met, the Company will be required to pay approximately $1.0 million
in contingent consideration. The stock options assumed and restricted stock awards granted will impact the
Company’s results of operations due to increased post combination compensation expenses recognized under
SFAS No. 123R. The valuation of the assets and liabilities are based on preliminary information and thus, are
subject to change. As a result, the unvested portion of the assumed options and all of the restricted stock is excluded
from the preliminary purchase price allocation as follows (in thousands):

TOLA] PUFCRASE PIACE ...cuieieieiirict oottt bbb s $ 43,569
LSS SCCUTTES TEZISTIALION COBIS Louiuiiiiiiiii et ei st ea e bbb e e s s et eb s (23)
Less post-acquisition compensation expenses:
Unvested portion of stock options assumEd.........coveeeirimimiininnitirrs s (1,002)
Restricted stock Zranted ... ... (5.529)
Purchase price 10 be allocated ... $ 37,015

After excluding the post-acquisition compensation expenses, the fair value of the net asscts reccived by the
Company in the Aarohi acquisition exceeded the purchase price to be allocated. Consequently, contingent
consideration of approximately $1.0 million was recognized and is included in accrued liabilities as of July 2, 2006.

The Company accounted for the acquisition of Aarohi under the purchase method of accounting in accordance
with SFAS No. 141, “Business Combinations,” and recorded approximately $17.3 million for purchased in-process
rescarch and development expense (IPR&D) during fiscal 2006. The value assigned to this project was determined
by identifying it had economic value but that it had not yet reached technological feasibility and had no alternative
future use. As of the date of acquisition, the related product had not yet reached economic feasibility; however the
features and functionality of the product had been defined.
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The project was in development at the time of acquisition, but had not completed the full design and testing
phases. Approximately 20% of the total expected time to be spent on the project was complete at the date of the
acquisition with the remaining activities of the physical layout design, testing phases, and validation and readiness
stages still to occur. The Company expects this project to be in production in late fiscal 2007. As of July 2, 2006, the
project was approximately 30% complete and approximately $7.1 million of remaining costs are to be incurred.

The value of the project was determined using the Multi-Period Excess Earnings Approach. In applying the
Multi-Period Excess Earnings Approach, the value of the acquired technologies was estimated by discounting to
present value the free cash flows generated by the products to which the technologies are associated over the
remaining life of the technology. To distinguish between the cash flows attributable to the underlying technology
and cash flows attributable to other assets available for generating product revenues, adjustments were made to
provide for a fair return to fixed assets, working capital, and other assets that contribute to value.

The discount rate used in the valuation reflects the relative risk of the product line, with a discount rate of 20%
used for the project. This discount rate was based on the amount and risk of effort remaining to complete the project.

The Company has allocated the purchase price to the assets acquired and liabilities assumed at estimated fair
values, and considering a number of factors. This allocation is subject to revision as the valuation of property and
equipment, identifiable intangible assets, and deferred taxes are based on preliminary information and the final pre-
acquisition tax returns are not yet complete. The following table summarizes the estimated fair value of the assets
acquired and liabilities assumed at the date of acquisition, including purchased IPR&D (in thousands):

CUITENE BSSEES .uirviiiieiiieieec ettt et et ete et eee e e emeeeem e ssaseeeneese e et e s e e e s e ee e e ee et $ 1,324
Property and eQUIPIMENT ...ttt ettt et eteeee e e e e eae 827
Net deferred tax asset (IONZ-eIIN).......ccooooiimimiuiiceeec et en ettt e eee et sarans 12,456
ORET ASSEIS ..ottt sttt st et e et eet e e eee st et e s aessn s reseeneean 77
CUTTENE HABTLILIES ...t eintee et sttt e e st et seseseeee et {3.205)
NEtLANZIDIE ASSELS L..ovvie ettt st et asaessseae et ettt et e eeeeens 11.479
Identifiable intangible assets:
In-process research and developmEnt ...ttt enes e eeaea. 17,272
Core/Developed teChiOIOZY ..ottt ettt et et ee e eeeeeeeeess oo 5,115
CusStomET ElatIONSIIPS ....covviiieiririe ettt eeseeeeeseee s e s e e 2,512
COVENANES NOL-LO-COMPELE .......ovovetveeeeieceeeeeeeceeere et et et ee e es et et eeseeeeseneeeseeeesesersresesrseeesnsess 637
3 37,015

Intangible assets with identifiable lives are being amortized on a straight-line basis from the acquisition date over
their estimated useful lives as follows:

Core/Developed 1EChNOIOZY ......ccovmimiiiie et et en s e en 5 years
CUStOMET TELAHOMSIIDS .....cvcvs ettt e e e e s ee bt s s e b e 7 years
COVENANIS NOL-EO-COMPEIE ...vooviiiieececeiee e s sas e s s st bttt ees e seeeseasasessesessesasesesseesesestesesenees 2 years
Weighted-average amortization PEHOW ......ouueuevereusivrceeceeceeecee et eeae e eeeeeeeee st 5 years

The acquisition has been included in the July 2, 2006 consolidated balance sheet of the Company and the
operating results of Aarohi have been included in the consolidated statements of operations of the Company since
the date that the Company gained effective control of Aarchi on May 1, 2006. This was not a material acquisition to
the Company.

Acquisition of Vixel Corporation

On November 17, 2003, the Company completed its acquisition of Vixel Corporation. The Company paid
approximately $298.4 million in cash plus approximately $6.7 million in acquisition related expenses and assumed
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stock options with a fair value of approximately $47.5 million for a total acquisition value of approximately

$352.7 million. The following table presents the allocation of the purchase price for purposes of presenting non-cash

investing and financing activities resulting from the acquisition (in thousands):

Tangible assets, net of cash received of $10,440 ... $ 20,848
LAGDIIIEIES oo eee et e et st e s e s e et eera b e aeeaa e e e seesbesm e e e s s bbb sabe b es b oabob b tae e n s ea e e s e em e s s mansesne s bbb aeba e (12,736)
Net tangible assets ACAUITEA .....vrvririerii e 8,112
Identifiable ItanZIBle @SSELS ...coviviiiiieciciire e e 124,000
DIETETTEA LAXES 1evevereoeeeeeseeeeeeeeeeeeeseeeesemearasasenessaeeseasesenesesaeasasasnssemeasnssssssesnssabaserarsareranasresserereasencacen 9,986
GOOAWILL 1oeeeeees et et et eeeetabaesesbassessssaessassseessarsnaaeanssaaansnseeeeaamsdtababaets s b nbr s s s rnrnsessnsasananes 186,243
Deferred COMPENSAION c.cooverrieeei e 2sb bbb bbb 13.926
Net @SSELS ACHUIFEU .vvvevirrerresrerere e bbbt et bbb s 342,267
Stock options assumed for acquired BUSINESS ... (47.538)
ST PRI oo e e $ 294729

Note 3 Cash, Cash Equivalents, and Investments

The Company’s portfolio of cash, cash equivalents, and investments consists of the following:

2006 2003
(In thousands)
7T\ IO PO OO OTETPOU $ 71,182 8§ 13477
Money market FUIAS ... e 153,110 106,840
Certificates 0f EPOSIL.cciiniiiiiercie e e 5,670 7,050
COMMENCIA] PAPET ......ooviiitieirereesese ettt e en bbb et s s s r s g r e s 151,204 39,908
Municipal BONAS...eeciii e — 8,099
U.S. Government AZENCY SECUNILES ....vviiiiiiiniiiiinie e eses st s 181,948 271,106
COTPOTALE DONAS ...c.ciiiii s s s e 35,335 74,832
8 11 ¢T3 O OO PP UTUUSRRRIN — 616
Total cash, cash equivalents, and investments ... $ 598449 3 521,928

As of July 2, 2006, and July 3, 2005, the net unrealized holding gains and losses on investments were immaterial.
The Company has the positive intent and ability to hold these securities to maturity. Investments at July 2, 2006 and

July 3, 2005, were classified as shown below:

2006 2005
(In thousands)
Cash and cash equivAlents..........oviiiiiiiiiiiimieicie e $ 224292 § 120,317
Short-term investments (maturities fess than 1 year) ... 367,054 346,675
Long-term investments (matucities of 1 t0 5 years) ... 7,103 54,936
017 DU O O YOS PP USRS $ 598,449 § 521,928
Note 4 Inventories, net
Inventories, net, are summarized as follows:
2006 2005
(In thousands)
AW MIALETIALS .o veiereee e eete st e sttt s b e st e e sae e b e s e ss e e e e ne s e pe e secne s ot e r e sm e e e bt shs s b sba s b e eres $ 5038 % 20,269
Finished gO0dS ..coo.ooooeeee e 17.376 15.997
TOtal INVENEOTIES, TIEL ... oo iiitiiiiirrisrriesrsessarmesseeeessasesasessenresbat s s b s sabas s snbnesraanssransrinasssnees $ 22414 $§ 36,266
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Note 5 Property and Equipment

Components of property and equipment, net, are as follows:

2006 2005
(In thousands)
Production and test €QUIPIMENT .......ccooiirriiiiee ettt $ 61311 $ 5039
Furniture and fIKIUIES ...ooiiae e e e e et esee s e s s oo e e e e e eeee v eoe s 28,608 25,687
Buildings and IMProvemEnts........c.c.ceveveverriorieeeeeeieieeeeeeeeeceiensese s eee e eaeanenes 31,376 30,694
LANM ..ottt ettt ettt e a et e e enaen 12,532 12,532
133,827 119,303
Less accumulated depreciation and amortization...............cooooeeeeceieeeeeeee s eereesnns (66.876) (53.327)
Total property and eqUIPIMIENE, NEE............c.ooovvreeii et eeeeeeeeeenen § 66951 § 65,976
Note 6 Intangibles, net

Intangibles, net, are as follows:

2006 2005

(In thousands)
Intangible assets subject to amortization:

Core technology and PAtents.........ccocoooiiiiiie e v ens $ 99,070 § 98,742
Accumulated amortization, core technology and patents ...........ccccooovorninoeiceeeennns. (53,440) (39.,216)
Developed technOlOgy ...c.ovvreiicccec ettt ee e 14,405 9,341
Accumulated amortization, developed technology ......cooo oo, (6,223) (3,818)
CUstomer relationSRIPS ...ttt e e et e e e e se s s e s eareneanes 40,264 37,962
Accumulated amortization, customer relationships ............oooovveieeeiivccec e {19,828) (12,415
TrAERAIME «..cooiiiii e v et e ee e s e s e s arees e e eeeeeeees 4941 4,969
Accumulated amortization, trademamme .............vovveeeeeiereeereeseeeseressem oo eeeeeee e (1,856) (1,161)
Covenants NO-tO-COMPELE ........cuoeeerreeerer i se st s ettt et e eeeemeeeeeaeeeeeasassesssesaes 3,064 3,081
Accumulated amortization, covenants NnO-tO-COMPELE...........cveveeeeeeeeereeriierre e, (2,632} (1.679)
Intangible assets subject to AMOMHZAtON, NEt. i $ 77765 §_ 95806

Aggregated amortization expense for these intangible assets for fiscal years 2006, 2005, and 2004, was
approximately $25.7 million, $26.2 million, and $19.1 million, respectively, of which approximately $14.7 million,
$14.8 million, and $11.5 million of amortization expense related to core technology and developed technology,
respectively, has been included in cost of sales within the Consolidated Statements of Operations. Approximately
$14.8 million and $11.5 million of amortization expense resulting from the acquisition of technology intangible
assets for fiscal years 2005 and 2004, respectively, have been reclassified from Amortization of goodwill and other
intangible assets to Cost of sales to conform to the current year presentation.

For the next 5 full fiscal years aggregated amortization expense is expected to be (in thousands):

ZOOT 1ot Ao e nes e ts et e et e e e e an et seaes 526,462
ZO0B et A4ttt ee ettt s s sae e r ettt eber et aeen et e e e et $22.493
200 Sttt e e ettt eras $13,206
2OT0 ettt R s ettt $ 9,853
ZOTT ottt e s eae 4 b et d sttt et e ettt ee et et ee e e $ 5,094
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There was no goodwill as of July 2, 2006 and July 3, 2005, The Company recognized a goodwill impairment
charge of approximately $583.5 million in fiscal 2004. This represented a full impairment of the Company”s
goodwill associated with the acquisitions of Vixel and Giganet in November 2003 and March 2001, respectively.
The Company’s annual impairment test occurred in the fourth quarter of fiscal 2004, and the initial test indicated
that no impairment existed. However, tepid demand experienced in the fourth quarter of fiscal 2004 from 2 of the
Company’s customers resulted in lower than expecied revenue, carnings, and cash flows in the fourth quarter of
fiscal 2004. Further, this issue was expected Lo continue into the first quarter of fiscal 2005 and thus, would result in
lower sequential revenue, earnings, and cash flows in the first quarter of fiscal 2805. These events and
circumstances resulted in a subsequent drop in the Company’s stock price, which indicated a potential impairment
may have occurred. As a result, the Company conducted a SFAS No. 144, “Accounting for the hinpairment or
Disposal of Long-Lived Asscts,” analysis, as well as a SFAS No. 142, “Goodwill and Other Intangible Assets,”
analysis, including a second step goodwill impairment test. The results of the SFAS No. 144 analysis indicated that
the Company's long-lived assets were not impaired. However, the SFAS No. 142 analysis indicated that goodwill
was impaired. This determination was made at the reporting unit level and consisted of 2 steps. First, the fair value
of Emulex’s only reporting unit was determined, based on a fair value approach, and compared 10 its carrying
amount. Next, as the carrying amount exceeded the fair value, the second step of SFAS No. 142 was performed. The
implied fair value of goodwill was determined by allocating the fair value in a manner similar to a purchase price
allocation, in accordance with SFAS No. 141, “Busincss Combinations.” As a result of this SFAS No. 142 analysis,
on September 9, 2004, the Company concluded that an approximate $583.5 million charge for goodwill impairment
should be recorded as of June 27, 2004,

In connection with the preparation of Vixel Corporation’s tax return during 2005, the Company revised estimates
and discovered errors related to the deferred tax assets of Vixel Corporation (acquired in November 2003). These
events resulted in a revision to Vixel’s purchase price allocation to decrease net deferred tax assets and increase
goodwill, which was already impaired. This resulted in a goodwill impairment charge of approximately $1.8 million
for fiscal 2005. Addinonally, during the preparation of the fiscal 2005 tax provisicn, the Company discovered errors
related to the deferred tax liabilities of Giganet, Inc. (acquired in 2001). This resulted in an approximate $0.7 million
reduction of the previously recorded goudwill charge of approximately $1.8 million related to Vixel, resulting in a
net goodwill impairment charge of approximately $1.1 million for fiscal 2005. Had these items been recorded in
fiscal 2004, the Company’s net loss would have been $1.1 million higher, or $533.4 million, instead of
$532.3 million. The Company docs not belicve that this net impairment of goodwill charge of approximately
B1.1 million was material to fiscal years 2005 or 2004 operations or financial results. Excluding this adjustment, net
income for fiscal 2005 would have been approximately $72.7 million.

Note 7 Accrued Liabilities

Components of accrued liabilities arc as follows:

2006 2005
(In thousands)
Payroll and related COSIS ..ottt ettt e st e s s eta s st antsemnenns $ 8546 % 8,204
WATTANTY TESEIVES oiini it iiieieeeet sttt nr e aa st e ssbesreene ettt ess e teasseenseensaenseaneeanseansaannen snes 2,949 4,085
Deferred revenue, sales returns and allowanees......o...oooevoeiecee e 4,478 3.442
Accrued advertiSing and ProMOONS......cccoooirerriris e s e esss s sre st e s re e saes 1,463 1,674
Accrued property, sales, franchise and related 12XeS..........cocvvvereiiiicce s 1,336 1,280
OMRET e et et et e bt s e e bt s e et bt et ee e 3.138 2.820
Total accrued Habilities ..o $. 21,910 § 21,505

The Company provides a warranty of between 1 10 3 years on its Fibre Channel, Internet Protocol and other
nctworking products. The Company records a proviston for estimated warranty related costs at the time of sale based
on historical product return rates and the Company’s estimates of expected future costs of fulfilling its warranty
obligations.
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Changes to the warranty reserve in 2006 and 2005 were:

2006 2005
(In thousands)
Balancc at beginning 0f Period .....c.oooveorvrinereiere e $ 4085 § 4,046
Additions 10 COSLS AN EXPEIISCS ...eiiuiitiaiireiiiarrerereremeerscerrenreesreesrees e s e s areessnesessnessressass 2,874 3,043 J
Amounts charged against FESEIVE ...t e (4,010) _ (3,004)
Balance a1 end of PEriod. ...ttt ettt eeee e 3 2949 3§ 4085

Note 8 Convertible Subordinated Notes

On January 29, 2002, the Company completed a $345.0 million private placement of 1.75% convertible
subordinated notes due February I, 2007, Interest was payable in cash on February 1 and August 1 of each year
beginning August 1, 2002, These notes were convertible by the holder at any time into shares of the Company’s
common stock at the conversion price of $53.84 per share, subject to the potential adjustments described in the
terms of the notes issued. The Company incurred associated issuance costs of approximately $11.0 million.

During the 3 months ended September 29, 2002, the Company’s Board of Directors expanded the Company’s
stock repurchase program to include repurchase of the Company’s 1.75% convertible subordinated notes as well as
shares of the Company's common stock. In August 2002, the Company bought back at a discount to face value
approximately $136.5 million in facc value of its convertible subordinated notes for approximately $104.2 million.
The resulting net pre-tax gain of approximately $28.7 million was recorded in fiscal 2003,

During the 3 months ended September 28, 2003, the Company’s Board of Directors expanded the Company’s
stock repurchase program to include the repurchase of all of the Company’s 1.75% convertibie subordinated notes
and extended the entire program to June 2005. During fiscal 2004, the Company bought back a total of
approximately $191.6 million face value of its 1.75% convertible subordinated notes for approximately
$£185.6 million. The resulting net pre-tax gain of approximately $2.7 million was recorded in fiscal 2004,

During fiscal 2005, the Company bought back the remaining approximately $17.0 million face value of its
1.75% convertible subordinated notes at a premium to face value, spending approximately $17.1 million. The
resulting net pre-tax loss of approximately $0.3 million from the repurchase of these 1.75% convertible notes was
recorded in fiscal 2005. The repurchased notes were cancelled leaving no 1.75% convertible notes outstanding at
July 3, 2005.

In fiscal 2004, the Company completed a $517.5 million private placement of 0.25% contingently convertible
subordinated notes due 2023, Interest is payable in cash on June 15th and December 15th of each year beginning
June 15, 2004. Under the terms of the offering, the notes will be convertible into shares of Emulex common stock at
a price of $43.20 per share at the option of the holder upon the occurrence of any of the {following:

* prior to December 15, 2021, on any date during any fiscal quarter (and only during such fiscal quarter) after the
fiscal quarter ending December 31, 2003, if the closing sale price of the Company’s common stock was more
than 120% of the then current conversion price for at least 20 trading days in the period of the 30 consecutive
trading days ending on the last day of the previous fiscal quarter;

= on or after December 15, 2021, at all times on or after any date on which the closing sale price of the
Company’s common stock is more than 120% of the then current conversion price of the notes;

« ifthe Company elects to redeem the notes on or after December 20, 2008;

* upon the occurrence of specified corporate transactions or significant distributions to holders of the Company’s
common stock; or
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» subject to specified excepnions, for the 10 business day period after any 5 consecutive trading day period in
which the average trading prices for the notes for such 5 trading day period was less than 98% of the average
conversion value of the notes during that period.

The notes will mature in 20 years and will not be callable for the first 5 years. Holders of the notes may require
the Company to purchase the notes for cash by giving written notice within the 20 business days prior to each of
December 15, 2006, December 15, 2008, December 15, 2013, or December 15, 2018 or upon a change in control.
The Company incurred total associated bankers’ fees of approximately $11.6 million, which were recorded as a
reduction to the proceeds from the issuance of the notes and are being accreted over the effective life of the notes, as
well as approximately $0.7 million of other associated debt issuance costs, which have been included in other assets
and are also being amortized over the effective life of the notes. The effective life of the Company’s 0.25%
contingent convertible subordinated notes due 2023 is 3 years, which is the period from the note issuance date up to
the first date that the holders can require the Company to repurchase the notes.

As previously authorized by the Board of Directors, during fiscal 2005, the Company repurchased approximately
$281.5 million of its 0.25% convertible subordinated notes at a discount to face value, spending approximately
$256.5 million. The resulting net pre-tax gain of approximately $20.8 million from the repurchase of these
0.25% convertible subordinated notes was recorded in fiscal 2005. The repurchased notes were cancelled, [eaving
0.25% convertible subordinated notes outstanding with a face value of approximately $236.0 million that. if
converted, would result in the issuance of approximately 5.5 million shares. As of July 2, 2006, none of the
Company’s 0.25% contingent convertible notes were authorized for repurchase at a discount (o par value.

Note 9 Employee Retirement Savings Plans

The Company has a pretax savings and profit sharing plan under Section 401(k) of the Internal Revenue Code
(IRC) (the Plan) for substantially all domestic employees. Under the Plan, eligible employees are able to contribute
up to 15% of their compensation not to exceed the maximum IRC deferral amount. [n addition, Company
discretionary contributions match up to 4% of a participant’s compensation. The Company’s contributions under this
plan were approximately $1.9 miltion, $1.9 million, and $1.6 million in fiscal years 2006, 2003, and 2004,
respectively.

The Company’s eligible employees in the United Kingdom are offered a similar plan, which allows the
employees to contribute up to 15% of their compensation. In addition, Company discretionary contributions match
up to 4% of a participant’s compensation. The Company’s contributions under this plan were approximately $44
thousand, $33 thousand, and $34 thousand in fiscal years 2006, 2005, and 2004, respectively.

Note 10 Commitments and Contingencies
Leases

The Company leases certain facilities and equipment under long-term noncancelable operating lease agreements,
which expire at various dates through 201 1. Rent expense for the Company under operating leases, including month-
to-menth rentals, totaled approximately $2.9 million, $2.2 million and $3.4 million in fiscal years 2006, 2005, and
2004, respectively.

Future minimum noncancelable lease commitments are as follows (in thousands):

Operating
Leases
Fiscal year:

0T e ch e r e r e et e s e e ra eyt s et et e e e e e e eneeae g eraees 5 2,452
2008 bk es et et R Stk e e e e E ke s aak £ eas ek et e e s et L et b st e 2,222
200D . ettt e e RS R e e k£ ek e R e eR b aR e n e e n et ettt s 2,233
ZOT0 e e et AR SRR e R et £t e e a e e R ke a nh e 2rn s e nen 2,297
2011 and thereafler .o ettt ettt re s ennenes 3.207
Total minimum lease payments ... e s e § 12411
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Litigation

On November 15, 2001, prior to the Company’s acquisition of Vixel Corporation, a securities class action was
filed in the United States District Court in the Southern District of New York as Case No. 01 CIV. 10053 (SAS),
Master File No. 21 MC92 (SAS) against Vixel and 2 of its officers and directors and certain underwriters who
participated in the Vixel imitial public offering in late 1999. The amended complaint alleges violations under
Section 10(b) of the Exchange Act and Section 11 of the Securities Acl and seeks unspecified damages on behalf of
persons who purchased Vixel stock during the period October 1, 1999 through December 6, 2000. In October 2002,
the parties agreed to toll the statute of limitations with respect to Vixel’s officers and directors until September 30,
2003, and on the basis of this agreement, Vixel’s officers and directors were dismissed from the lawsuit without
prejudice. During June 2003, Vixel and the other issuer defendants in the action reached a tentative settlement with
the plaintiffs that would, among other things, result in the dismissal with prejudice of all claims against the
defendants and their officers and directors. In connection with the possible setttement, those officers and directors
who had entered 1olling agreements with the plaintifts agreed to extend thosc agreements so that they would not
expire prior to any settlement being finalized. Although Vixel approved this settlement proposal in principle, it
rematins subject to a number of procedural conditions, as well as formal approval by the court. On August 31, 2005,
a Preliminary Order In Connection With Settlement Proceedings was issued by the court which among other items,
set a date for a Scttlement Fairness Hearing held on April 24, 2006, and the form of notice to the Scttlement Classes
of the Issuers’ Settlement Stipulation. In December 20035, the settlement notices authorized by the court were sent to
former Vixel stockholders and the web site www.iposecuritieslitigation.com was created for claimants, as well as a
March 24, 2006 objection deadiine,

At the Settlement Fairness Hearing held on April 24, 2006, the court raised the following primary issues: (1) the
{possible) change in value of the settlement since preliminary approval, and whether the benefits of the settlement
should be evaluated at the time of approval or at the time of negotiation; {2) how the class certification argument
before the Second Circuit Court of Appeals could or would affect the fairness of the settlement; (3} how to evaluate
the intangible benefits of the settlement to the class members; and (4) how to value the $1 billion guarantee (for the
consolidated litigation involving Vixel and 297 other Issuers) by Insurers in the Stipulation and Agreement of
Settlement Exhibit C in light of the Underwriters’ potential future settlements. The Court did not rule on April 24,
2006 on the motion for final approval or objections. On June 6, 2006, the Second Circuit Court of Appeals held oral
arguments on the appeal by the Underwriters of Judge Scheindlin’s class certification decision. On about July 17,
2006, Emulex assigned to the class action plainmiffs any IPO claims Emulex (Vixel) has against RBC Dain Rauscher
in the IPO litigation, as required by the settlement agreement. The Company believes the final resolution of this
litigation will not have a material adverse effect on the Company’s consolidated financial position, results of
operations or liquidity.

Ongoing lawsuits present inherent risks, any of which could have a material adverse effect on the Company’s
business, financial condition or results of operations. Such potential risks include the continuing expenses of
litigation, counterclaims and attorneys’ fee liability.

Additionally, the Company is involved in various claims and legal actions arising in the ordinary course of
business. In the opinion of management, the ultimate disposition of these matters will not have a material adverse
cffect on the Company’s consolidated financial position, results of operations or liquidity.

Other Commitments and Contingencies

The Company has entered into various agreements for purchases of inventory. As of July 2, 2006, the Company’s
purchase obligation associated with inventory was approximately $17.8 million.

In addition, the Company provides limited indemnification in selected circumstances within its various customer
contracts whereby the Company indemnifies the parties to whom it sells its products with respect to the Company’s
product infringing upon certain intellectual property, and in some limited cases against bodily injury or damage to
real or tangible personal property caused by a defective Company product. As of July 2, 2006, there are no known
unresolved claims for indemnification related liability to the Company.
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Note 11 Shareholders’ Equity
Stock Repurchase Program

The Company’s Board of Directors authorized the repurchase of up to approximately 4,000,000 common shares.
The repurchase plan authorized the Company to make repurchases in the open market or through privately
negotiated transactions with the timing and terms of any purchase to be determined by management based on market
conditions. In fiscal 2002, the Company repurchased approximately 1,000,000 common shares. In fiscal 2004, the
Company repurchased approximately 1,500,000 million common shares. The Company’s common share repurchase
program expired in June 2005. Therefore, as of July 2, 2006, no common shares remain authorized for repurchase.

Shareholder Rights Plan

The Company has a Shareholder Rights Plan that provides for Preferred Stock Purchase Rights (Rights) that
attach to and transfer with each share of common stock. When the Rights become exercisable, each Right entitles
the holder to purchase from the Company | unit consisting of 1/100 of a share of Series A Junior Participating
Preferred Stock for $300 per unit, subject to adjustment. The Rights become exercisable if (i) a person or group
(Acquiring Person) has acquired, or obtained the right to acquire, 20% or more of the outstanding shares of common
stock, (ii) a person becomes the beneficial owner of 30% or more of the outstanding shares of common stock, (iii) an
Acquiring Person engages in | or more “self-dealing” transactions with the Company or (iv) an event occurs which
results in an Acquiring Person’s ownership interest being increased by more than 1%. Upon exercise and payment of
the purchase price for the Rights, the Rights holder (other than an Acquiring Person) wili have the right to receive
Company common stock (or, in certain circumstances, cash, property or other securities of the Company) equal to 2
times the purchase price. The Company is entitled to redeem the Rights at any time prior to the expiration of the
Rights in January 2009, or 10 days following the time that a person has acquired beneficial ownership of 20% or
more of the shares of common stock then outstanding. The Company is entitled to redeem the Rights in whole, but
not in part, at a price of $0.01 per Right, subject to adjustment.

Stock-Based Compensation

As of July 2, 2006 the Company had 5 stock-based payment plans for employees and directors, which are
described below. Amounts recognized in the financial statements with respect to these plans are as follows:

2006
{In thousands)
Total cost of stock-based payment plans during the period ... § 21,453
Amounts capitalized in inventory during the period ... (648)
Amounts recognized in income for amounts previously capitalized in inventory ......................... 513
Ameunts charged against income, before income tax benefit............ccooovo 21,318
Amount of related income tax benefit recognized In INCOME....ovovivirievineci e $ 4,131

Employee Stock Purchase Plan

The Company’s Employee Stock Purchase Plan (the Purchase Plan or ESPP) was adopted by the Board of
Directors and approved by the stockholders in 2000 and became effective on January 1, 2001. Under the Purchase
Plan, employees of the Company who elect to participate have the right to purchase common stock at a 15%
discount from the lower of the market value of the common stock at the beginning or the end of each 6 month
offering period. The Purchase Plan permits an enrolled employee to make contributions to purchase shares of
commaon stock by having withheld from their salary an amount up to 10% of their compensation (which amount may
be increased from time to time by the Company but may not exceed 15% of compensation). No employee may
purchase more than $25,000 worth of common stock (calculated at the time the purchase right is granted) or
1,000 shares in any calendar year. The Compensation Committee of the Board of Directors administers the Purchase
Plan. The Company has reserved a total of 1,950,000 shares of common stock for issuance under the Purchase Plan.
As of July 2, 2006 there are 1,021,332 shares available for future award grants.
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Emplovee Stock Option and Equity Incentive Plans

On December 1, 2005, the Company’s shareholders ratified and approved the Emulex Corporation 2005 Equity
Incentive Plan (the Equity Incentive Plan). The Company’s Equity Incentive Plan permits the grant of stock options,
restricted stock awards consisting of shares of common stock that are subject to a substantial risk of forfeiture
(vesting restrictions) for some period of time, unrestricted stock awards that are free of any vesting restrictions,
performance awards entitling the recipient to acquire shares of common stock or to vest in shares of common stock
upon the attainment of specified performance goals (Performance Awards) and stock appreciation rights to its
domestic and international employees. The aggregate number of shares which may be used under the Equity
Incentive Plan consists of 2,937,475 shares of common stock, plus the number of shares underlying options that
were outstanding on the effective date of the Equity Incentive Plan (October 24, 2005) that expire, are forfeited,
cancelled or terminate for any reason under the Employee Stock Option Plan and the Employee Stock Incentive
2004 Plan (the Existing Plans) without having been exercised in full. The Equity Incentive Plan is administered by
the Board of Directors, or at the discretion of the Board, by a Committee consisting of 2 or more independent
Directors of the Company. Stock option awards are granted with an exercise price not less than fair market value of
the Company’s stock at the date of grant; these awards generally vest based on 3 years of continuous service and
have a 6 year contractual term. Certain stock option awards provide for accelerated vesting if there is a change in
control (as defined in the Equity Incentive Plan} or achieving certain performance targets. As of July 2, 2006 there
were 2,494,297 shares available for future award grants under the Equity Incentive Plan.

Restricted and unrestricted stock awards may be awarded (or sold at a purchase price determined by the Board or
the Committee) upon terms established by them in its sole discretion. The vesting provisions of a restricted stock
award will be determined by the Board or the Committee for each grant. Unrestricted stock awards will be free of
any vesting provisions.

Performance Awards will be subject to the attainment of performance goals established by the Board or
Committee, the periods during which performance is to be measured, and all other limitations and conditions
applicable to the awarded shares. Performance goals shall be based on a pre-established objective formula or
standard that specifies the manner of determining the number of Performance Awards that will be granted or will
vest if the performance goal is attaincd. Performance goals will be determined by the Board or the Committee prior
to the time 25% of the service period has elapsed and may be based on | or more business criteria that apply to an
individual, a business unit or the Company.

Stock appreciation rights entitle the holder to receive the appreciation in the value of common stock underlying
the stock appreciation right. The Board or Committee may grant a stock appreciation right either as a stand alone
right, or if such right does not provide for the deferral of compensation within the meaning of Section 409A of the
Internal Revenue Code of 1986, as amended, in tandem with all or any part of the shares of common stock that may
be purchased by the exercise of a stock option.

The Company’s Employee Stock Option Plan (the Plan), which is shareholder approved, permitted the grant of
stock options and nonvested shares (o its domestic and international employees for up to approximately 33.7 million
shares of common stock. Stock option awards were granted under the plan with an exercise price not less than the
fair market value of the Company’s stock at the date of grant; these stock option awards generally vest based on
cither 3 or 4 years of continuous service and have either a 6 or 10 year contractual term. Certain stock option awards
provide for accelerated vesting if there is a change in control (as defined in the Plan) or achieving certain
performance targets. With the approval and adoption of the Equity Incentive Plan on December 1, 2005, the Plan
became closed for future grants of options.

The Company’s 2004 Employee Stock Incentive Plan (the 2004 Plan), which is shareholder approved, permitted
the grant of stock options and restricted (nonvested) or unrestricted shares to its employees for up o
2,000,000 shares of common stock. The purchase price for the shares subject to any option granted under the 2004
Plan was not permitted to be less than 100% of the fair market value of the shares of common stock of the Company
on the date the option was granted. These stock option awards generally vest based on either 3 or 4 years of
continuous service and have either a 6 or 10 year contractual term. With the approval and adoption of the Equity
Incentive Plan on December 1, 2005, the 2004 Plan became closed for future award grants,
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Options granted under the Plan and options granted under the 2004 Plan prior to August 2005 have a 10 year
contractual term and become exercisable on a cumulative basis as to 25% of the total number of shares covered by
the option 1 year from the date the option is granted with an additional 6.25% after the end of each consecutive
calendar quarter thereafier, except when otherwise provided by the Board of Directors or the Compensation
Committee. Beginning with awards granted in August 2005, each option granted generally has a 6 year contractual
term and becomes exercisable on a cumulative basis as to 30% of the total number of shares covered by the option
1 year from the date the option is granted with an additional 7.5% after the end of each of the next 4 consecutive
calendar quarters and an additional 10% after the end of each of the next 4 consecutive quarters thereafter, except
when otherwise provided by the Board of Directors or the Compensation Committee.

The Company’s 1997 Stock Option Plan for Non-Employee Directors (the Director Plan), as amended and is
shareholder approved, allows for a maximum of 1,730,000 shares of common stock to be issued. The Director Plan
currently provides that an option to purchase 60,000 shares of common stock of the Company will be granted to
each non-employee director of the Company upon the first date that such director becomes eligible to participate.
These options shall be exercisable as to 33.3% of the shares on each anniversary of the grant if the director is still a
director of the Company. In addition, on each yearly anniversary of the date of the initial grant, each eligible director
shall automatically be granted an additional option to purchase 20,000 shares of common stock. These options shall
be exercisable as to 50% of the shares on the 6 month anniversary, 25% on the 9 month anniversary and 25% on the
year anniversary of the grant date. Options granted under the Director Plan are non-qualified stock options. The
exercise price per option granted will not be less than the fair market value at the date of grant. No option granted
under the Director Plan shall be exercisable after the expiration of the earlier of (i) 10 years following the date the
option is granted or (ii) 1 year following the date the optionee ceases to be a director of the Company for any reason.
As of July 2, 2006, there are 195,000 options available for future award grants.

As of July 2, 2006, the number of shares authorized under the Plan, the 2004 Plan, the Directors Plan and the
Purchase Plan are sufficient to cover future stock option exercises and the Company issues new shares to satisfy

such future exercises.

A summary of option activity under the plans for fiscal year 2006 is as follows:

Weighted

Average
Weighted Remaining Aggregate
Average Contractual Intrinsic

Options Exercise Price Term (Years) Value
(In millions)

Options outstanding at July 3, 2005 ..., 14,110,464 $22.15
Granted............ooooiiiiiinrinini s 2,465,580 18.85
EXErcised......oiiiiviiiiiiciieenirneeens s e (1,046,804} 9.54
Canceled. ..o e (563,018) 35.95
FOrfeited.....ccoovieeeicrrre et ceies e (353,340) 17.83
Options outstanding at July 2, 2006............cccoiiie 14,612,882 $22.06 5.75 $27.3
Options exercisable at July 2, 2006, 10,042,298 $23.92 5.29 $20.2

The approximately 2,500,000 options granted in fiscal 2006 included 142,358 options that were issued in
exchange for the outstanding Aarohi Communications, Inc. {Aarchi) options.

As of July 2, 2006 there was approximately $22.0 miltion of total unrecognized compensation cost related to
nonvested share-based compensation arrangements granted under the plans. That cost is expected to be recognized
over a weighted-average period of 1.2 years. The weighted average fair value of option awards granted during fiscal
2006 was approximately $18.85.

The total intrinsic value of stock options exercised was approximately $10.4 million during fiscal 2006.
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Cash received from share option exercises under share-based payment plans for fiscal 2006 was approximately
$13.2 million. The actual tax benefit realized for the tax deductions from option exercise of stock-based payment
plans totaled approximately $4.0 million for fiscal 2006.

For fiscal 2006, the assumptions utilized to complete the fair value of stock option grants under the Equity
Incentive Plan, the Plan, the 2004 Plan and the Director Plan (collectively All Other Plans), and the Purchase Plan
WCETC!

All Other Plans Purchase Plan

Expected volatility ... s 35.2%-56.6% 37%
Weighted average expected volatility ........cccooooveiivivciiicc e e, 47% 37%
Expected dividends ... 0.0% 0.0%
Expected term (in YEArs) ..ottt e 2.4-44 0.5
Weighted average expected term (in Years) ...occoovveienccvscineneeseeeens e 3.25 0.5
RISK-TTE8 TALE ... bbb 5.18%-5.23% 4.82%

The modified prospective transition method of SFAS No. 123R requires the presentation of pro forma
information, for periods presented prior to the adoption of SFAS Ne. 123R, regarding net income (loss) and net
income {loss) per share as if the Company had accounted for its stock plans under the fair value method of
SFAS No. 123. For fiscal years 2005 and 2004, the assumptions wiilized to complete the fair value of stock option
grants were:

2005 2004
Risk-fTee INETESt FALE .....voviccicieiiet et 2.0%-4.0% 1.0%-3.3%
SOCK VOIALIILY c.eoeieicceeei et 35.1%-84.0% 40.6%-117.7%
Dividend yield......ooooviiie s 0.0% 0.0%
Average expected lIVes (YEAIS) ..ot e 0.5-2.9 0.5-3.4
Weighted-average fair value per option granted ..o $3.49-56.08 $4.92-818.04

The following table illustrates the ¢ffect on net income and net income per share if the Company had accounted
for its stock plans under the fair value method of accounting under SFAS No. 123;

2005 2004

(In thousands, except
per share data)

Net income (l0SS) a8 IePOTLEU.....coiveiiicieecet e e nens S TL589 $ (532,322)
Add: Total employee stock-based compensation expense included in net income
(loss) as reported, nct of related tax effects ..o 2,742 5,095
Deduct: Total employee stock-based compensation expense determined under
fair value method for all awards, net of related tax effectS..oooeeroeereeeee (22.877) (35,872)
Pro forma net income (1055) ..ottt § 51,454 § (563,099)
Pro forma net income (loss) per share
Basic — a8 reported ...t b 0.86 S (6.47)
Basic — pro forma.............ci et $ 0.62 § (6.84)
Diluted — as reported ... et by 0.80 § (6.47)
Diluted — Pro forma.. ...ttt $ 058 § (6.84)
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Note 12 Income Taxes

The components of income tax expense are as follows:

2006 2005 2004
{In thousands)

Federal:

CUITEN oo e e e e e e e e e ne e e esseseabaesbaeses st astsasbrebaesnrrnesnress $ 35,173 § 25,723 $ 18,101

Deferred ... ..o e s 1,496 12,413 17,019
State:

(@11 3 (= 1| O U U UT OO PUPPPPON 4,304 3,162 4,076

DIEfEITEA ..ottt e (1,621) (1,149) (1,199
Foreign:

L0 = 11 U U OO PPN 112 72 63
Total INCOME tAX EXPETISE .....eeveeeieceieiiee e s et sab s s srs s ss s e eatees $ 39464 3§ 40,221 § 38,062

The income tax expense in fiscal years 2006, 2005, and 2004 exciudes excess tax benefits recorded directly to
additional paid-in-capital in the amounts of approximately $3.3 million, $1.9 million, and $9.5 million, respectively,
related to exercises of stock options under the Company’s stock optton plans.

Income (loss) before income taxes consists of the following:

2006 2005 2004
{In thousands)
DIOMIESHIC - 1oivveitietie e eeeeeeeeeeeeee e et b et ssabstabstabssassesbasssasssesnnaransrreesseseseenseesenn $ 79,542 § 111,570 § (494,481)
FOTBIZN 1ottt bbb bbb a s s 373 240 221
TOAL oot ettt te et e s as et e b e st g e st n s e e e e e e et $ 799153 111810 § (494,260)

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and
liabilities are presented below:

2006 2005
{In thousands)

Deferred tax assets:

Capitalization Of MVENLOTY COSLS ....cvvevieiiverisirirceisiesrrereerserr s resssssnrnsens 3 159 § 516
Reserves not currently deductible............coii 13,002 9,150
Share-based COMPENSAION. ..ot s 5.866 1,680
Net operating loss carryforwards ... 28,092 25,725
General business and state credit carryforwards........ccoooovvinienrisie s 11,697 11,523
Capitalized research and development expenditures ..........ccocoevineirecnieinnans - 1,943 764
Alternative minimum tax credit carryforwards......covv e — 4,031
L1 T o O U U ST UT OO 1,274 1.213
Total gross deferred taX ASSELS ... .erererreeemeremeeeanrieses e ssess s ees st 62.033 54,602
Less valuation allowance. ..o (931) (931)
Deferred tax assets, net of valuation allowance..............ccocciniiniiinnnne, 61,102 53.671
Deferred tax liabilities:
WATIOUS SEALE BAXES «oeerieeeieeeeessessiieritses et ssababeteesiasaabasseee s s sasstatnareter s msmgmeneeenaaaaannnnen 4,107 2,987
Intangible assets — customer relationShipPs ......ccoeeeverininnrs s 7,821 9,350
Intangible assets — core technology and patents ... 20,104 23,360
Property and @qUIPIMENE ......cooiviiiiiciiiiiiirceienerererrs e sne e eanes 04 2,663
Intangible a85ets — Oher. ... — 231
Total gross deferred tax Nabilities .........ccocoociiviiiniiiii 32936 38,59
Net deferred tax @SSel.......ovoiiiieeciesine ettt $ 28,166 § 15,080
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As the purchase price allocation associated with the acquisition of Aarohi is preliminary, and the final pre- .
acquisition tax returns are not yet complete, the associated deferred tax assets and deferred tax liabilities are also
subject to change.

Based on the Company’s historical and anticipated future pre-tax results of operations, management believes it is
more likely than not that the Company will realize the benefit of the approximately $28.2 million net deferred tax
asset existing as of July 2, 2006. Management believes the existing net deductible temporary differences will reverse
during periods in which the Company generates net taxable income; however, there can be no assurance that the
Company will generate any earnings or any specific level of continuing earnings in future years. Certain tax
planning or other strategies could be implemented, if necessary, to supplement earnings from operations to fully
realize recorded tax benefits.

The Company has approximately $2.5 million of capital loss carryforwards available as of July 2, 2006, If
unused, approximately $0.2 million and $2.3 million of the carryforward would expire in fiscal years 2007 and
2010, respectively. Management believes it is more likely than not that the Company will not be able to generate
sufficient capital gain income to realize these benefits prior to the expiration of these capital loss carryforwards.
Therefore, a valuation allowance of approximately $0.9 million was recorded in fiscal 2005. The Company
generated capital loss carryforwards of approximately $2.3 million and $0.2 million during fiscal years 2005 and
2002, respectively.

The actual income tax expense (benefit) on pretax income (loss) before income taxes differs from expected
federal income tax expense (benefit) for the following reasons:

2006 2008 2004
{In thousands)
Expected income tax expense (benefit) at 35%...coeeiiniiiininin, $ 27,970 $ 39,133 § (172,99])
State income tax expense, net of federal tax benefit ... 2,318 1,240 3,234
Impairment of goodwill ... — 383 204,225
In-process research and development expenditures ...................cooiemenns 6,045 — 3,990
Change in valuation allowance allocated to income tax expense.............. — 931 —
Extraterritorial income excluSIOn ............oooviieirsrininci e eeeeiees (90) (142) (855)
Research and other credits ...t (357 (1,706) (782)
SFAS No. 123R share-based compensation ..., 3,220 — —
L0111 1<) N 41~ SO U OO N UU 358 382 1.241
Total income tax BXPCIISE .evviiictiieitarsrers et srererares s s e s ae s s nar e $ 39464 % 40,221 $§ 38,062

As of July 2, 2006, the Company had federal and state net operating loss carryforwards of approximately
$£76.9 million and $25.5 million, respectively, which are available to offset future federal and state taxable income,
If unused, the federal net operating loss carryforwards will expire during the fiscal years 201! through 2025, and the
state net operating loss carryforwards will begin to expire in fiscal 2010. Included in these amounts are a Vixel
Corporation federal net operating loss carryforward of approximately $40.5 million, a Giganet, Inc. federal net
operating loss carryforward of approximately $0.4 million, and an Aarchi Communications, Inc. net operating loss
carryforward of approximately $36.0 million. The annual utilization of these net operating loss carryforwards is
limited due to restrictions imposed under federal law due to a change in ownership,

As of July 2, 2006, the Company had federal and state research and experimentation credit carryferwards of
approximately $3.4 million and $8.2 million, respectively, which are available to reduce federal and state income
taxes. If unused, the federal carryforwards expire during the fiscal years 2013 through 2024, and certain state
carryforwards will begin to expire in fiscal 2017. For federal tax purposes, the Company has approximately
$0.1 million of foreign tax credit carryforwards available through fiscal 2010,
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The Company is currently undergoing an audit of its Federal income tax return for the year ended June 27, 2004
and other state income tax audits. Management does not expect a material impact on the Company’s consolidated
financial statements as a result of these audits. The Internal Revenue Service has completed its audit of the
Company’s Federal Income tax return for the taxable year ended July 1, 2001, During the prior fiscal year, the net
operating loss carryforward was reduced by approximately $0.6 million. No additional adjustments were required
during the current fiscal year.

Note 13 Revenue by Product Families, Geographic Area, and Significant Customers
Revenues by Product Families:

The Company designs and markets 2 major distinet product families: high-speed Fibre Channel products and IP
networking products, but within one industry segment. The Company s IP networking products consist of 1SCSI and
intelligent network products, as well as legacy V1 and cLAN products. We did not have any revenues generated by
the legacy V1 and cLAN traditional networking products in fiscal 2006 as those products have all entered end-of-life
status.

2006 2005 2004
(In thousands}

Net revenues:

Fibre Channel... ..ot ee e e e e e esenssne e s $ 402313 § 375,569 § 363,871
IP netwWOTKING oo e 489 65 529
L0 15T OO P TSSO UOOUPRSPSRPSUSRUPPRPRI 11 19 22
TOLA] NEL TEVEIILES ...vvvivesieieeeimieeereerieeessreeeeeesbessseeessreenanesasseensneesmseensneeans $ 402,813 § 375653 § 364,422

Revenues by Geographic Area:

The Company’s net revenues by geographic area based on bill-to location are:

2006 2005 2004
(In thousands)
United SEAtes ..o $ 219911 55% $ 205,633 55% § 205,390 56%
Pacific Rim Countries .........ocoooevvieeeeeeceeeeeeeeeeeee 52,811 13% 56,550 15% 36,259 10%
Europe and rest of world ... 130,091 32% 113.470 _30% 122,773 _34%
Total NEl TEVETUES ....cvveveeeveieceieceec s $ 402,813 100% § 375,653 100% § 364,422 100%

In fiscal years 2006, 2005 and 2004, net revenues sold to the United Kingdom, based on bill-to location, were
approximately 13%, 12%, and 13%, respectively, and no other country in the Pacific Rim, Europe or the rest of the
world accounted for more than 10% of net revenues during these periods.

Significant Customers:
The following table represents direct sales to customers accounting for greater than 10% of the Company’s net

revenues or customer accounts receivable accounting for greater than 10% of the Company’s accounts receivable.
Amounts not presented were less than 10%.

Accounts
Net Revenues Receivable
2006 2005 2004 2006 2005
Hewlett-Packard.........coouvr e 10% 12% 18% — —
12 9,7 TR 29% 31% 24% 28% 41%
IE0 X et e e ettt g e n e e e et aaaeaaa s 21% 17% 12% 20% 20%
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In addition to direct sales, some of the Company’s larger OEM customers purchased or marketed products
indirectly through distributors, resellers, or other third parties. Customers with total direct and indirect revenues,
including customer specific models purchased or marketed indirectly through distributors, resellers, and other third
partics, of more than 10% were as follows:

—_Net Revenues
2006 2005 2004

EMC oo, e 23% 20% 24%
HeWIett-PACKATA.......ooeiit it e s es e ee s e e s e e eeessearesssaaseeesabesesesneesesabassssssesssesneseseemeseeeeen 10% 14% 20%
321 SO OO R 29% 31% 24%

Note 14 Net Income (Loss) per Share

The following table sets forth the computation of basic and diluted net income (loss) per share:

2006 2005 2004
(In thousands, except per share data)
Numerator:
INEt INCOME (LOSSY ...ovevrrieeieeeiei ettt bt st e $ 40,451 § 71,589 $ (532,322)
Adjustment for interest expense on convertible subordinated notes,

NEL OF EAX oottt ettt 1.477 2.685 —
Numerator for diluted net income (loss) per share ..........c..cooovvivieciiivecnenne.. $.41.928 § 74274 § (532,322)
Denominator;

Denominator for basic net income (loss) per share — weighted average

Shares QUESIANAING .....ccooooviiiiiiccece e e e e st essaens 83,920 82,819 82,293
Effect of dilutive securities:

Dilutive options outStANAING ...c.oeveeveieiieieeee e 1,876 1,384 —

Dilutive common shares from assumed cenversion of convertible notes

convertible subordinated NOteS. .........cccoeevviivieiiniiiie e 5,463 8,767 —

Denominator for diluted net income (loss) per share — adjusted weighted

AVETAZE SNATES ..ottt e e e et e et et e et e e teeaaeenras 91,259 92.970 82,293
Basic net income (108s) Per SHAIE ........cccoevveeeeieeci st enssr e 3 048 § 086 § (6.47)
Diluted net income (10$5) per Share ........ccoceeeiiveeieinineee e $ 046 $§ 080 § (6.47)
Antidilutive options excluded from the computations...............coovvvvvnervirirnne, 9,258 8,944 12,373
Antidilutive common shares from assumed conversion of outstanding

convertible subordinated notes excluded from the calculation.................... — — 12,697
Average market price of common Stock ... $ 1881 § 1479 § 23.80

The antidilutive options were excluded from the computation of diluted net income per share as the options’
exercise price was greater than the average market price of the common shares during fiscal years 2006 and 2005.
As the Company recorded a net loss for fiscal 2004, all outstanding stock options and potential common shares
associated with the Company’s convertible subordinated notes were excluded for fiscal 2004, as the effect would
have been antidilutive.
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Note 15 Quarterly Financial Data (Unaudited)

Selected quarterly financial data for fiscal years 2006 and 2005 are as follows:

Diluted
Net Income
Net Net Income (Loss)
Revenues Gross Profit (L.055) Per Share
(In thousands, except per share data)
2006:
FOUIH QUATET ....... oo seeeeeeeeseeeeeeeeesseeseeeeseseessesesesene s $ 98871 % 57962 § (4,787)2) $(0.06)
THIFG QUATTET. ... e 89,295 53,372(3) 11,593 0.13
Second qUAMET ... .o 110,268 64,909(3) 17,209 0.19
First qUarter........cciniecnceee e 104,379 62.577(3) 16,436 0.19
TOAL (.t s $ 402813 § 238820 § 40451
2005:
Fourth qUarer...........ooooi e § 108,177 $ 65,029(4) $ 25301 $0.28
Third QUAET..........ocoeiirire e 102,580 61,420(4) 17,788 0.20
SECON QUATTET ......veeoeeoereeaeeeeeeeseeers s eses s s 91,671  54,410(4) 14,201 0.16
FATSE QUAITET <...ecooo v seeeeeeese e eeeses oo eeee s 73225 40264(4) _ 14,299 0.16(1)
TOUAL .o $ 375653 % 221,123 § 71,589

(1) Amounts have been restated from previously reported information to comply with the issuance of EITF 04-08,

(2) Includes In-process research and development charge of approximately $17.3 million. See Note 2 for additional
information.

(3) Approximately $3.6 million, $3.6 million, and $3.7 million of amortization expense resulting from the
acquisition of technology intangible assets for the third, second, and first quarters of fiscal 2006, respectively,
have been reclassified from Amortization of other intangible assets to Cost of sales.

(4) Approximately $3.7 million, $3.7 million, $3.7 million, and $3.7 million of amortization expense resulting from
the acquisition of technology intangible assets for the fourth, third, second, and first quarters of fiscal 2005,
respectively, have been reclassified from Amortization of other intangible assets to Cost of sales.

Note 16 Subsequent Events

On August 29, 2006 the Company announced it would acquire Sierra Logic Inc. (Sierra Logic), a privately held
designer of semiconductors for storage networking equipment located in Roseville, California, for up to
approximately $180 million in cash, assumed debt, assumed stock options, and employee equity incentive
compensation, The acquisition, if completed, solidifies the Company’s embedded multi-protocol strategy in the end-
to-end embedded storage components market.

If the closing conditions are fulfilled, including those requiring action by Sierra Logic, then the Company has an
obligation to close the transaction and the Company becomes obligated for the approximately $180 million in cash,

assumed debt, assumed stock options, and employee equity incentive compensation.

In addition, subsequent to fiscal 2006, the Company invested approximately $5.0 million in an early stage,
privately held, company in the storage networking industry.
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Pursuant to the requirements of Section 13 or 15(d) of thé Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behaif by the undersigned, thereunto duly authorized.
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(Paul F. Folino)
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(Fred B. Cox)
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EXHIBIT INDEX

Description of Exhibit

Certificate of Incorporation, as amended {incorporated by reference to Exhibit 3.1 to the
Company’s 1997 Annual Report on Form 10-K).

Certificate of Amendment of Certificate of Incorporation of the Company (incorporated by
reference to Exhibit 3.4 to the Company’s Quarterly Report on Form 10-Q for the quarterly period
ended December 31, 2000).

Amended and restated Bylaws of the Company (incorporated by reference to Exhibit 3.1 to the
Company's Current Report on Form 8-K filed August 30, 2005).

Certificate of Designations of Series A Junior Participating Preferred Stock (incorporated by
reference to Exhibit 4 to the Company’s Current Report on Form 8-K filed February 2, 1989).

Rights Agreement, dated January 19, 1989, as amended (incorporated by reference to Exhibit 4 to
the Company’s Current Report on Form 8-K filed February 2, 1989).

Certificate regarding extension of Final Expiration Date of Rights Agreement dated January 18,
1999 {incorporated by reference to Exhibit 4.2 of Amendment No. 2 to the Registration Statement
on Form S-3, filed on May 17, 1999).

Form of 0.25% Convertible Subordinated Note due December 15, 2023 (incorporated by reference
1o Exhibit 4.6 to the Company’s Quarterly Report on Form 10-Q for the quarterly period ended
December 28, 2003).

Indenture between the Company, as Issuer, and U.S. Bank National Association, as Trusiee, dated
December 12, 2003, related to the Company’s 0.25% Convertible Subordinated Notes due
December 15, 2023 (incorporated by reference to Exhibit 4.7 to the Company’s Quarterly Report
on Form 10-Q for the quarterly period ended December 28, 2003).

Registration Rights Agreement between the Company and Credit Suisse First Boston Corporation
dated December 12, 2003, related to the Company’s 0.25% Convertible Subordinated Notes due
December 15, 2023 (incorporated by reference to Exhibit 4.8 to the Company's Quarterly Report
on Form 10-Q for the quarterly period ended December 28, 2003).

Giganet, Inc. 1995 Stock Option Plan (incorporaied by reference to Exhibit 99,1 to the Company’s
Registration Statement on Form S-8, filed March 2, 2001).

Emulex Corporation Employee Stock Option Plan, as amended (incorporated by reference to
Appendix B to the Company's Definitive Proxy Statement for its Annunal Meeting of Stockholders
held on November 21, 2002).

Emulex Corporation 1997 Stock Option Plan for Non-Employee Directors, as amended
{incorporated by reference to Appendix C to the Company’s Delinitive Proxy Statement for its
Annual Meeting of Stockholders held on November 18, 2004).

Emulex Corporation Employee Stock Purchase Plan, as amended (incorporated by reference to
Appendix D to the Company’s Definitive Proxy Statement for its Annual Meeting of Stockholders
held on November 18, 2004).

Emulex Corporation 2004 Employee Stock Incentive Plan (incorporated by reference to Appendix
B to the Company’s Definitive Proxy Statement for its Annual Meeting of Stockholders held on
November 18, 2004).

Standard Commercial Lease between the Flatley Company and Giganet, Inc. (incorporated by
reference to Exhibit 10.15 to the Company’s 2081 Annual Report on Form 10-K).

Form of Key Employee Retention Agreement between the Company and its executive officers
other than Paul F. Folino (incorporated by reference to Exhibit 10.8 to the Company’s quarterly
report on Form 10-Q for the quarterly period ended December 26, 2004).

Key Employee Retention Agreement with Paul ¥. Folino (incorporated by reference to Exhibit
10,7 of the Company’s quarterly report on Form 10-Q for thé quarterly period ended December
26, 2004).
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Description of Exhibit

Amended Key Employee Retention Agreement with Paul F. Folino, effective September 5, 2006
(incorporated by reference to Exhibit 10.1 to the Company’s Current Report on Form 8-K filed
September 6, 2006)

Amended Key Employee Retention Agreement with James M. McCluney, effective September 5,
2006 {(incorporated by reference to Exhibit 10.2 to the Company’s Current Report on Form 8-K
filed September 6, 2006)

Form of Indemnification Agreement (incorporated by reference to Exhibit 10.1 to the Company’s
current Report on Form 8-K filed May 17, 2005).

Real Estate Lease dated September 12, 2000, between LM Venture, LLC and Emulex Corporation
(incorporated by reference to Exhibit 10.22 to the Company’s 2003 Annual Report on Form 10-
K).

First Amendment to Lease {amendment dated February 8, 2001), between LM Venture LLC and
Emulex Corporation (incorporated by reference to Exhibit 10.23 to the Company’s 2003 Annual
Report on Form 10-K).

Vixel Corporation Amended and Restated 1995 Stock Option Plan incorporated by reference to
Exhibit 10.2 of Amendment No. | to the Registration Statement on Form S-1 of Vixel Corporation
(File No, 333-81347), filed on August 16, 1999).

Vixel Corporation 1999 Equity Incentive Plan (as amended) (incorporated by reference to Exhibit
10.23 of Amendment No. 1 to the Repistration Statement on Form S-1 of Vixel Corporation (File
No. 333-81347), filed on August 16, 1999).

Vixel Corporation 2000 Non-Officer Equity Incentive Plan {incorporate reference to Exhibit 99.1
of the Registration Statement on Form S-8/8-3 of Vixel Corporation (File No. 333-39000), filed
on June 9, 2000).

First Amendment to Standard Commercial Lease (amendment dated July 1, 2004) between the
Flatley Company and Emulex Design & Manufacturing Corporation, successor-in-interest to
Giganet, Inc. (incorporated by reference to Exhibit 10.15 to the Company’s 2004 Annual Report
on Form 10-K).

Form of Director Stock Option Agreement and related form of Grant Summary for grants made
pursuant to the 1997 Non-Empleyee Director Stock Option Plan (incorporated by reference to
Exhibit 10.1 to the Company’s Current Report on Form 8-K filed August 3¢, 2005).

Form of Incentive Stock Option Agreement for grants made pursuant to the Employee Stock
Option Plan (incorporated by reference to Exhibit 10.2 to the Company’s Current Report on Form
8-K filed August 30, 2005).

Form of Non-Qualified Stock Option Agreement for grants made pursuant to the Employee Stock
Option Plan (incorporated by reference to Exhibit 10.3 to the Company’s Current Report on Form
8-K filed August 30, 2005).

Form of Incentive Stock Option Agreement for grants made pursuant to the 2004 Employee Stock
Incentive Plan (incorporated by reference to Exhibit 10.4 to the Company’s Current Report on
Form-8-K filed August 30, 2005).

Form of Non-Qualified Stock Option Agreement for grants made pursuant to the 2004 Employee
Stock Incentive Plan (incorporated by reference to Exhibit 10.5 to the Company’s Current Report
on Form 8-K filed August 30, 2005).

Form of Notice of Grant of Stock Options and Stock Option Agreement for grants made pursuant
to both the Employee Stock Option Plan and 2004 Employee Stock Incentive Plan (incorporated
by reference to Exhibit 10.6 to the Company’s Current Report on Form 8-K filed August 30,
2005).

Office lease Agreement dated August 25, 2005 by and between 24000 Development, LLC and
Emulex Design & Manufacturing Corporation (incorporated by reference to Exhibit 10.1 to the
Company’s Current Report on Form 8-K filed August 31, 2005
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Description of Exhibit
Description of Compensation Arrangements with Non-Employee Directors.

Description of Compensation Arrangements for Certain Executive Officers.

Executive Bonus Plan of Emulex Corporation (incorporated by reference to Exhibit 10.26 of the
Company’s 2005 Annual Report on Form 10-K).

Executive Bonus Plan of Emulex Corporation, as amended and restated effective September 5,
2006 (incorporated by reference to Exhibit 10.3 of the Company’s Current Report on Form 8-K
filed September 6, 2006).

Aarohi Communications, Inc. 2001 Stock Option Plan {incorporated by reference to Exhibit 99.1
to the Company’s Registration Statement on Form S-8 filed May 8, 2006)

Form of Aarohi Communications, Inc. Stock Option Agreement(incorporated by reference to
Exhibit 99.2 to the Company’s Registration Statement on Form S-8 filed May &, 2006)

Form of Aarohi Communications, Inc. Stock Option Agreement (alternate form) (incorporated by
reference to Exhibit 99.3 to the Company’s Registration Statement on Form S-8 filed May 8,
2006)

Form of Aahrohi Communications, Inc. Notice of Grant of Stock Option (incorporated by
reference to Exhibit 99.4 to the Company’s Registration Statement on Form S-8 filed May &,
2006)

Form of Emulex Corporation Stock Option Assumption Documents for holders of options granted
under the Aarohi Communications, Inc. 2001 Stock Option Plan (incorporated by reference to
Exhibit 99.5 to the Company’s Registration Statement on Form S-8 filed May 8, 2006)

Emulex Corporation 2005 Equity Incentive Plan {incorporated by reference to Appendix B to the
Company’s Definitive Proxy Statement for its Annual Meeting of Stockholders held on December
1, 2005)

Form of 2005 Equity [ncentive Plan Restricted Stock Award Agreement (incorporated by
reference to Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the period ended
April 2, 2006) ‘

Form of Notice of Grant of Restricted Stock Award under 2005 Equity (incorporated by reference
to Exhibit 10.2 to the Company’s Quarterly Report on Form 10-Q for the period ended April 2,
2006

Second Amendment to Leasc dated May 26, 2006 by and between Brass Creekside, L.P. and
Emulex Design & Manufacturing Corporation (incorporated by reference to the Company’s
Current Report on Form 8-K filed June 5, 2006)

List of the Company’s subsidiaries,
Consent of Independent Registered Public Accounting Firm.

Certification of the Principal Executive Officer Pursuant to 17 CFR 240.13a-14 (a), as Adopted
Pursuant to §302 of the Sarbanes-Oxley Act of 2002,

Certification of the Principal Financial Officer Pursuant to 17 CFR 240.13a-14 (a), as Adopted
Pursuant to §302 of the Sarbanes-Oxley Act of 2002,

Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to §906 of the Sarbanes-
Oxley Act of 2002.

* Indicates a management contract or compensalion plan or arrangement.

79




EXHIBIT 31A

CERTIFICATIONS

I, James M. McCluney, certify that:
1. I have reviewed this annual report on Form 10-K of Emulex Corporation;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report.

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(¢)) and internal control over
financial reporting (as defined in Exchange Act Rules 13-a-15(f) (15d-15(f)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared,;

b) designed such internal control over financial reporting, or cause such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles;

¢) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectivencss of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and 1 have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors
{or persons performing the equivalent function):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls over financial reporting.

Date: September 14, 2006

/s/ James M. McCluney
James M. Mc¢Cluney
Chief Executive Officer and President
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EXHIBIT 31B

CERTIFICATIONS

I, Michael J. Rockenbach, certify that:
L. 1 have reviewed this annual report on Form 10-K of Emulex Corporation;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements were
made, not mislcading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as
of, and for, the periods presented in this report.

4. The registrant’s other certifying officer and 1 are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over
financial reporting (as defined in Exchange Act Rules 13-a-15(f) (15d-15(0) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared,

b) designed such internal control over financial reporting, or cause such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability
of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of
the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materiaily affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officers and [ have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of directors
(or persons performing the equivalent function):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b} any fraud, whether or not material, that involves management or other employees who have a significant
role in the registrant’s internal controls over financial reporting.

Date: September 14, 2006
/s/ Michael J. Rockenbach

Michael J. Rockenbach
Chief Financial Officer
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EXHIBIT 32

EMULEX CORPORATION

CERTIFICATION OF CHIEF EXECUTIVE OFFICER PURSUANT TO 18 U.5.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Emulex Corporation (the Company) on Form 10-K for the period ended
July 2, 2006, as filed with the Securities and Exchange Commission on the date hereof (the Report), 1, James M.

McCluney, the Chief Executive Officer of the Company, certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant
to § 906 of the Sarbanes-Oxley Act of 2002, that to my knowledge:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

/sf James M. McCluney
James M. McCluney
Chief Executive Officer and President
September 14, 2006

CERTIFICATION OF CHIEF FINANCIAL OFFICER PURSUANT TO 18 U.5.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Emulex Corporation {the Company) on Form 10-K for the period ended
July 2, 2006, as filed with the Securities and Exchange Commission on the date hereof (the Report), 1, Michael J.

Rockenbach, the Chief Financial Officer of the Company, certify, pursuant to 18 U.S8.C. § 1350, as adopted pursuant
to §906 of the Sarbancs-Oxley Act of 2002, that to my knowledge:

(1) The Report fulty complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of
1934: and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

/s/ Michael J, Rockenbach
Michael J. Rockenbach
Chief Financial Officer

September 14, 2006
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STOCK PRICE INFORMATION

*Ag reportad on the New York Stock Exchange:
1 Fiscal year ©nds in une

Emulex's common stock trades on the New York Stock Exchange
under the symbol ELX. On July 2, 2008, there were approximately 384
stockholders of racard and the cloging price was $16.27.

The Company 1s subject to the New York Stock Exchange Listed Company
Manual Section 203.01 requiring an annual report, and the atachad Form
10-K Is a part of this annual report, including the Sarbanes-0Oxley Act
Section 302 certifications attached ag Exhibits 314 and 31B. A certification
was provided by the Company's CEO to the New York Stock Exchange on
December 2, 2005 certfying that he or she is not aware of any viclation By
the Company of New vork Stock Exchange carporate governance isting
standards as of the date of that certfication, and this notice Is included

in this annual report as required by the Usted Company Manual Section
303A12(8).

TRADEMARKS

This report refers to various products and companles by thelr trade names.
In most. if not all cases these designations ere claimed as trademarks or
registered trademarks by thelr respective companies.

COMPANY LITERATURE

Additional copies of Emulex's Annual Report on Form 10-K 1o the Securities and
Exchange Commigslon, and other company literature will be furnished without

charge upon regquast 1o

EMULEX CORPORATION, INVESTOR RELATIONS
3333 SUSAN STREET, COSTA MESA CA 92626
714 662 5600

[ *SALES PRICES )
FISCAL 2006" High Low
Q4 $19.00 1558
a3 2200 18.00
az 2122 w7
al 2268 1714
FISCAL 2008' High Low
04 $19.86 415.06
Qs 18.85 1535
az 16.25 10.00
al 14.91 9.26
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CORPORATE OFFICES
Emulex Corporation

3353 Susan Streel

Costa Masa CA 92626

714 8682 5800

www.emulex.com

INDEPENDENT REGISTERED
PUBLIC ACCOUNTANTS

KPMG LLP

800 Anton Boulevard, Suite 700
Coste Mesa CA 92626

14 850 4300

TRANSFER AGENT & REGISTRAR

wellon Irvestor Services

PO Box 3315

South Hackensack NJ 07608
800 356 2017

wiww melloninvestorcom

WORLDWIDE OFFICES
La Mesa, Calformia
Roseville, California

San Jose, Celiforniz

wWalnut Craek, California
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west Palm Beach, Florida
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Bolton, Massachusetts
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St Anthony, Minnesota
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Sugar Land, Texas

Lehi, Utah

Bothel, washington

Beaijing, China

Paris, France

Bangalore, India
wokingham, Unlted Kingdom
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